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1Compilation and Review Alert—2004/05
How This Alert Will Help You
The Compilation and Review Alert—2004/05 is a crucial tool, de-
signed to help you as you plan and perform your 2004 and 2005
compilation and review engagements. The Alert clarifies certain
existing Statements on Standards for Accounting and Review Ser-
vices (SSARS), suggests ways of implementing those standards in
special circumstances, points out pitfalls that frequently occur in
compilation and review engagements, addresses emerging prac-
tice issues, and provides valuable current accounting develop-
ments.
Readers should note that the AICPA general Audit Risk Alert—
2004/05 (product no. 022335kk) provides an overview of current
economic and business conditions as well as critical information
about risks and issues of which practitioners should be aware.
Current SSARS Developments 
SSARS No. 10, Performance of Review Engagements
Since SSARS No. 1, Compilation and Review of Financial State-
ments (AICPA, Professional Standards, vol. 2, AR sec. 100), was is-
sued in 1978, there has been no substantial change to the
requirements for a review engagement. Over time, as a result of
feedback from the peer review process, the AICPA Accounting
and Review Services Committee (ARSC) became aware of the
need to update and expand the guidance related to inquiries and
analytics in review engagements. In order to update the guidance
for reviews and make other changes, in May 2004 ARSC issued
SSARS No. 10, Performance of Review Engagements (AICPA, Pro-
fessional Standards, vol. 2, AR sec. 100), which amends SSARS
No. 1.
A review of financial statements under SSARS No. 1 consists of
two phases. First, through inquiry and analytical procedures, you
gather information to determine whether a client’s financial state-
ments are presented in accordance with generally accepted ac-
counting principles (GAAP) or a comprehensive basis of account-
ing other than GAAP, such as cash or tax basis. Second, based on
the results of the inquiries and analytical procedures, you express
limited assurance on the financial statements. That limited assur-
ance states that you “are not aware of any material modifications
that should be made to the financial statements in order for them
to be in conformity with GAAP.”
The fundamental steps in the review engagement are as follows:
• Establish an understanding of the engagement with the
client, preferably in writing.
• Develop an understanding of the accounting principles
and practices used in the client’s industry.
• Develop a general understanding of the client’s organiza-
tion; its operating characteristics; and the nature of its as-
sets, liabilities, revenues, and expenses.
• Make appropriate inquiries of the client.
• Perform appropriate analytical procedures.
• Read the client’s financial statements.
SSARS No. 1 has always provided guidance on analytical proce-
dures, inquiries, and other procedures applicable to a review of fi-
nancial statements. However, SSARS No. 10 amends SSARS No.
1 by providing:
• New and expanded guidance on analytical procedures, in-
cluding specific guidance on developing expectations
• New and expanded guidance on inquiries, including spe-
cific new inquiries to be directed to management
• New inquiries regarding fraud in a review engagement
• New written representations regarding fraud in the man-
agement representation letter
• Clarification of guidance regarding working paper docu-
mentation in a review engagement, including a requirement
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3to document expectations developed in performing analyt-
ical procedures whereby significant expectations are not
otherwise readily determinable
Since a review engagement provides limited assurance that no
material modifications need to be made to the financial state-
ments for them to be in conformity with GAAP, and because fi-
nancial statement misstatements could be intentional (fraud) or
unintentional (error), ARSC felt that CPAs should make in-
quiries related to fraud in a review engagement.
Given the conclusion related to the required inquiry about fraud,
ARSC also concluded that there should be written representa-
tions about fraud in the management representation letter. 
ARSC also determined that there were questions about docu-
mentation related to review engagements, partly due to the fact
that the SSARS do not provide enough specific documentation
guidance for practitioners to use related to this issue.
The expanded illustrative inquiries (in Appendix B, “Review of
Financial Statements-Illustrative Inquiries,” of SSARS No. 1) re-
late to the fact that the illustrative inquiries had not been updated
since 1978. Many of the illustrative inquiries had become dated
and, primarily because of new technical literature, there was a
need to provide more comprehensive guidance related to these
inquiries.
SSARS No. 10 is effective for reviews of financial statements for
periods ending on or after December 15, 2004. 
Additional Guidance
The AICPA has recently issued the following implementation
guidance on SSARS No. 10 in order to enhance the CPA’s under-
standing of the new standard:
• ARSC Issues Paper.  ARSC published an Issues Paper entitled,
“Analytical Procedures in a Review Engagement,” to provide
accountants with information that may help them under-
stand certain requirements related to the use of analytical
procedures in review engagements and how the use of ana-
lytical procedures should be documented in those engage-
ments. A copy of this issues paper is included in Appendix
A, “ARSC Issues Paper, ‘Analytical Procedures in a Review
Engagement’” of this Alert and can also be found on the
AICPA Web site at www.aicpa.org/members/div/auditstd/
technic_arsc.asp.
• Practice aid. The AICPA published a practice aid entitled,
Review Engagements: New and Expanded Guidance on Ana-
lytical Procedures, Inquiries, and Other Procedures, to help
practitioners perform more effective review engagements
and implement SSARS No. 10. You can obtain this prac-
tice aid (product no. 006618kk) by calling AICPA Service
Center Operations at (888) 777-7077 or going online at
www.cpa2biz.com.
SSARS No. 11, Standards for Accounting and Review Services
ARSC also issued SSARS No. 11, Standards for Accounting and
Review Services, (AICPA, Professional Standards, vol. 2, AR sec.
50), in May 2004. SSARS No. 11 establishes a SSARS hierar-
chy. The Statement is beneficial to practitioners by making
them aware of the appropriate literature and the various publi-
cations’ standing in the SSARS hierarchy. The hierarchy is as
follows:
Level 1—Statements on Standards for Accounting and 
Review Services
The ARSC develops and issues standards in the form of SSARS
through a due process that includes deliberations in meetings
open to the public, public exposure of proposed SSARS, and a
formal vote. The SSARS are codified. You should have sufficient
knowledge of the SSARS to identify those that are applicable to
your engagement. The nature of the SSARS requires you to exer-
cise professional judgment in applying them. You should be pre-
pared to justify departures from the SSARS.
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5Level 2—Interpretative Publications
Interpretative publications consist of compilation and review In-
terpretations of the SSARS and appendixes to the SSARS, compi-
lation and review guidance included in AICPA Audit and
Accounting Guides, and AICPA Statements of Position (SOPs),
to the extent that those SOPs are applicable to compilation and
review engagements. Interpretative publications are not standards
for accounting and review services. Interpretative publications are
recommendations on the application of the SSARS in specific cir-
cumstances, including engagements for entities in specialized in-
dustries. Interpretative publications are included in the
Codification of Statements on Standards for Accounting and Review
Services. An interpretative publication is issued after all ARSC
members have been provided an opportunity to consider and
comment on whether the proposed interpretative publication is
consistent with the SSARS. You should be aware of and consider
interpretive publications applicable to your compilation or re-
view engagement. If you do not apply the guidance included in
an applicable interpretive publication, you should be prepared to
explain how you complied with the SSARS provisions addressed
by such guidance.
Level 3—Other Publications
Other compilation and review publications include AICPA ac-
counting and review publications not referred to above; AICPA’s
annual Compilation and Review Alert; compilation and review ar-
ticles in the Journal of Accountancy and other professional jour-
nals; compilation and review articles in the AICPA CPA Letter;
continuing professional education (CPE) programs and other in-
struction materials, textbooks, guide books, compilation and re-
view programs, and checklists; and other compilation and review
publications from state CPA societies, other organizations, and
individuals. Other compilation and review publications have no
authoritative status; however, they may help you understand and
apply the SSARS. If you apply the guidance included in an other
compilation and review publication, you should be satisfied that,
in your judgment, it is both relevant to the circumstances of the
engagement, and appropriate. In determining whether an other
compilation and review publication is appropriate, you may wish
to consider the degree to which the publication is recognized as
being helpful in understanding and applying the SSARS and the
degree to which the issuer or author is recognized as an authority
in compilation and review matters. Other compilation and re-
view publications published by the AICPA that have been re-
viewed by the AICPA Audit and Attest Standards staff are
presumed to be appropriate.
Technical Correction
In addition, SSARS No. 11 addresses a technical correction to
SSARS No. 2, Reporting on Comparative Financial Statements
(AICPA, Professional Standards, vol. 2, AR sec. 200). SSARS cur-
rently provide guidance to be followed when the financial state-
ments of a prior period have been compiled or reviewed by a
predecessor accountant whose report is not presented and the suc-
cessor accountant has not compiled or reviewed those prior period
financial statements. This Statement revises SSARS No. 2 to con-
form with the guidance found in SAS No. 58, Reports on Audited
Financial Statements (AICPA, Professional Standards, vol. 1, AU sec.
508), as amended, which states that a successor auditor may name
the predecessor auditor if the predecessor auditor’s practice was ac-
quired by or merged with that of the successor auditor.
SSARS No. 11 was effective upon issuance.
New SSARS Interpretation on Communicating Possible Fraud and
Illegal Acts
In May 2004, ARSC issued SSARS Interpretation No. 26, Com-
municating Possible Fraud and Illegal Acts to Management and
Others (AICPA, Professional Standards, vol. 2, AR sec. 9100.26),
an interpretation of SSARS No. 1, to further explain how to
communicate about possible fraud and illegal acts. SSARS No. 1
states that you should establish an understanding with the entity,
preferably in writing, regarding the services to be performed. The
understanding should provide that you will inform the appropri-
ate level of management of any material errors that come to your
attention and any fraud or illegal acts that come to your atten-
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7tion, unless they are clearly inconsequential. SSARS Interpreta-
tion No. 26 addresses what steps should be taken in performing
the required communication when, during the performance of a
compilation or a review engagement, you suspect that a fraud or
an illegal act may have occurred.
According to SSARS Interpretation No. 26, when you suspect that
a fraud or an illegal act may have occurred, you should communi-
cate the matter, unless clearly inconsequential, to an appropriate
level of management. If the suspected fraud or illegal act involves
senior management, the matter should be communicated to an in-
dividual or group at the highest level within the entity, such as the
manager (owner) or the board of directors. When the suspected
fraud or illegal act involves an owner of the business, you should
consider resigning from the engagement. Additionally, you should
consider consulting with your legal counsel and insurance provider
whenever fraud or an illegal act is suspected.
The Interpretation states that you do not need to perform addi-
tional procedures to ascertain whether fraud or an illegal act, in
fact, occurred or the probability that fraud or an illegal act oc-
curred. However, you should consider the impact of the sus-
pected matter on your ability to perform inquiries and other
review procedures, such as obtaining a management representa-
tion letter. You should also keep in mind that the purpose of the
review is to express limited assurance that there are no material
modifications that should be made to the financial statements in
order for the statements to be in conformity with GAAP.
The disclosure of possible fraud or illegal act to parties other than
the client’s senior management ordinarily is not part of your re-
sponsibility and, ordinarily, you would be precluded by your eth-
ical or legal obligations of confidentiality. You should recognize,
however, that a duty to disclose to parties outside of the entity
may exist under the following circumstances:
• In order to comply with certain legal and regulatory re-
quirements 
• In order to inform a successor accountant if the successor
accountant decides to communicate with the predecessor
accountant in accordance with SSARS No. 4, Communica-
tions Between Predecessor and Successor Accountants (AICPA,
Professional Standards, vol. 2, AR sec. 400), regarding ac-
ceptance of an engagement to compile or review the finan-
cial statements of a nonpublic entity 
• In order to respond to a subpoena 
Because potential conflicts between your ethical and legal obliga-
tions for confidentiality of client matters may be complex, you
may wish to consult with legal counsel before discussing such
matters with parties outside the client.
Revised Illustrative Management Representation Letter
In August 2004, the ARSC issued revisions to the illustrative rep-
resentation letter for review engagements provided in Appendix
F, “Review of Financial Statements—Illustrative Representation
Letter,” of SSARS No. 1 (AICPA, Professional Standards, vol. 2,
AR sec. 100.66). The illustrative representation letter has been re-
vised to:
• Clarify that the date of the representation letter should be
the date that the letter is presented and signed by the
client. In no event should the letter be presented and
signed prior to completion of the review.
• Clarify the terms identification of financial statements, dates,
and periods of review in the opening paragraph of the illus-
trative representation letter.
• Clarify that the representations should be made as of the
date of the accountant’s review report.
• Include the representations required by SSARS No. 10 re-
garding fraud.
• Include an additional representation regarding the client’s
acceptance of adjusting journal entries.
A copy of the revised illustrative representation letter is included
in Appendix B, “Revised Illustrative Management Representation
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9Letter,” of this Alert and can also be found on the AICPA Web
site at www.aicpa.org/members/div/auditstd/technic_arsc.asp.
Current Practice Issues 
Independence and the Performance of Nonattest Services 
CPAs must continuously be aware of the rules pertaining to inde-
pendence. Over the past couple years, the accounting profession,
regulators, and the media have given CPA independence a great deal
of attention. The performance of nonattest services (e.g., tax or con-
sulting services) for attest clients is one area of particular focus. 
In September 2003, the AICPA Professional Ethics Executive
Committee (PEEC) issued revisions to Interpretation No. 101-3,
“Performance of Nonattest Services,” under Rule of Conduct
101, Independence, (AICPA, Professional Standards, vol. 2, ET sec.
101.03) of the Code of Professional Conduct. The revisions up-
date the independence rules to clarify whether or not a member
impairs his or her independence when providing nonattest ser-
vices to attest clients. The revisions to Interpretation No. 101-3
also clarify existing guidance in the areas of bookkeeping and in-
ternal audit services; place further restrictions on valuation, ap-
praisal, and actuarial services and information systems design and
implementation; and strengthen the general requirements of the
rule to require that a member document his or her understanding
with the client regarding the services to be performed. Addition-
ally, in January and July 2004, the PEEC adopted additional revi-
sions pertaining to documentation requirements. 
The revised Interpretation is effective for any new engagements
which began after December 31, 2003; however, the documenta-
tion requirement included in the revised Interpretation has been
deferred and will take effect for any nonattest services performed
for an attest client after December 31, 2004. 
Overview
Interpretation No. 101-3 is applicable to members who are per-
forming nonattest services for an attest client. The primary
changes in the revised Interpretation are as follows:
• The CPA must comply with the regulations of certain reg-
ulatory bodies. 
• The client must agree to perform certain specific functions
in connection with the nonattest services.
• The CPA must assess the client’s competency.
• The CPA now must document in writing your under-
standing with the client regarding the nonattest services
and the client’s responsibilities.
• Certain nonattest service activities that were previously al-
lowed, such as designing a client’s financial information
system or performing a valuation of a client’s business for
financial statement purposes, are now an impairment of
independence.
Compliance With Regulatory Bodies
You must comply with the regulations of certain regulatory bod-
ies such as the state boards of accountancy, Securities Exchange
Commission (SEC), Government Accountability Office (GAO),
and the Department of Labor (DOL), when performing services
for attest clients that are governed by such regulators’ indepen-
dence rules. Failure to comply with the independence rules of the
regulatory body relating to nonattest services would constitute a
violation of Interpretation No. 101-3. 
Client Must Agree to Perform Certain Functions
Under the revised Interpretation, independence is considered to
be impaired if you (or your firm) perform management functions
or make management decisions for an attest client. However, you
may assist management in those functions or decisions. To re-
main independent, the client must agree to perform all of the fol-
lowing functions in connection with the engagement to perform
nonattest services:
• Make all management decisions and perform all manage-
ment functions.
• Designate a competent employee to oversee your services.
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• Evaluate the adequacy and results of the services you per-
form.
• Accept responsibility for the results of the services you per-
form.
• Establish and maintain internal controls, including moni-
toring ongoing activities.
Requirement to Assess a Client’s Competency
You must assess the client’s competency and willingness to over-
see permitted nonattest services. Assessing the competency of the
client’s designated individual is a matter of professional judgment
and should be based on the individual circumstances and the na-
ture of the nonattest service engagement. You should be satisfied
that the client will be able to meet all of the criteria mentioned
above and make an informed judgment on the results of the
nonattest services. In cases in which the client is unable or un-
willing to assume all of these responsibilities, your performance
of the nonattest services would impair independence.
Written Documentation Requirement
One of the most significant changes made in this Interpretation is
that, to maintain independence, you must document in writing
your understanding with the client regarding the following:
• Objectives of the engagement (i.e., the nonattest services)
• Services to be performed
• Client’s acceptance of its responsibilities
• Your responsibilities
• Any limitations of the engagement
The revised Interpretation does not specify how the written un-
derstanding is to be documented, so you have flexibility. For ex-
ample, the understanding might be documented in a separate
engagement letter, in the working papers, or in an internal
memo, or it might be included in an engagement letter obtained
in conjunction with an attest engagement. 
The documentation requirement does not apply to certain rou-
tine activities (i.e., providing advice and answering questions as
part of the normal client-member relationship), nonattest ser-
vices performed prior to January 1, 2005 (revision added January
2004), and nonattest services performed prior to the client be-
coming an attest client1 (revision added July 2004).
Activities That May or May Not Impair Independence
Certain activities performed as part of a nonattest service are con-
sidered to be management functions and, therefore, impair inde-
pendence. The Interpretation lists common nonattest service
activities and notes whether they are or are not considered to im-
pair independence. For example, preparing financial statements
based on information in the trial balance is considered a nonat-
test service that does not impair independence. In addition,
proposing standard, adjusting, or correcting journal entries or
other changes affecting the financial statements to the client is
considered a nonattest service that does not impair indepen-
dence, provided the client reviews the entries, and you are satis-
fied that management understands the nature of the changes and
their impact on the financial statements. On the other hand, au-
thorizing and approving transactions is a nonattest bookkeeping
service activity that is considered to impair independence. Many
of the activities listed in the revised Interpretation were listed in
the Interpretation prior to the revision, with most of the changes
relating to the performance of appraisal, valuation, or actuarial ser-
vices and information systems design, installation, or integration.
When Independence Is Impaired
In accordance with SSARS No. 1, an accountant is not precluded
from issuing a report with respect to a compilation of financial
statements for an entity with respect to which the accountant is
not independent. A member who performs a compilation en-
gagement for a client should modify the compilation report to in-
dicate a lack of independence if the member does not meet all of
12
1. However, upon the acceptance of an attest engagement, the member should prepare
written documentation demonstrating compliance with the other general require-
ments, including the requirement to establish an understanding with the client.
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the conditions set out in this Interpretation when providing
nonattest services to that client. 
Additional Guidance
The Professional Ethics Division of the AICPA has recently pub-
lished the following guidance to assist practitioners in under-
standing and implementing Interpretation No. 101-3:
• Background and Basis for Conclusions (issued December 31,
2003) 
• Bookkeeping and General Requirement Q&As
• Information Technology Services Q&As
This guidance as well as the revised nonattest services rules (up-
dated July 2004) are available at http://www.aicpa.org/members/
div/ethics/intr_101-3.htm. This topic is also discussed in more
detail in the Independence and Ethics Risk Alert—2004/05 (prod-
uct no. 022475kk) which can be obtained by calling AICPA
Service Center Operations at (888) 777-7077 or online at www.
cpa2biz.com.
Guidance on Quality Control Systems
A system of quality control is a process that encompasses a firm’s
organizational structure and the policies and procedures it estab-
lishes. The nature, extent, and formality of a firm’s quality control
policies and procedures should be sufficiently comprehensive and
suitably designed in relation to the firm’s size, the number of its
offices, the degree of authority allowed its personnel and its of-
fices, the knowledge and experience of its personnel, the nature
and complexity of the firm’s practice, and appropriate cost-benefit
considerations.
The objective of a system of quality control is to provide a CPA
firm with reasonable assurance that its personnel comply with ap-
plicable professional standards and the firm’s standards on qual-
ity. Statements on Quality Control Standards (SQCSs), which
are issued by the Auditing Standards Board (ASB) of the AICPA,
provide quality control guidance and must be adhered to by firms
that are enrolled in an AICPA practice-monitoring program.
In an effort to help practitioners better understand and apply
SQCSs, the Joint Quality Control Standards Task Force of the
ASB has published an Audit and Accounting Practice Aid enti-
tled, Establishing and Maintaining a System of Quality Control for
a CPA Firm’s Accounting and Audit Practice. This practice aid
supersedes Guide for Establishing and Maintaining a System of
Quality Control for a CPA Firm’s Accounting and Auditing Practice,
which was issued in 1996. The revisions in the new practice aid
incorporate new policies and procedures that a firm should con-
sider including in its system of quality control to be responsive to
the changing environment. 
You can obtain the Practice Aid Establishing and Maintaining
a System of Quality Control for a CPA Firm’s Accounting and
Auditing Practice (product no. 067020kk) by calling the AICPA
Service Center Operations at (888) 777-7077 or going online at
www.cpa2biz.com. 
A Perspective on Compilation Engagement Claims
Claims arising from compilation engagements comprise six per-
cent of all malpractice claims filed each year. During the period of
1994 through 2000, the breakdown of claims arising from com-
pilation engagements by cause of loss were, namely, errors on fi-
nancial statements (33 percent), failure to detect defalcation (25
percent), engagement scope dispute (18 percent), inadequate dis-
closures (9 percent), conflict of interest (7 percent), fraud (6 per-
cent), and release of records (2 percent). The top three causes of
loss are discussed briefly below.
Errors on Financial Statements
Problems leading to financial statement errors include computa-
tion errors, transposition errors, and adjusting entry errors. Al-
though these claims occur frequently, they tend to be less severe
than claims arising from other causes of loss. 
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Failure to Detect Defalcation
Claims alleging failure to detect a defalcation are common de-
spite the fact that a compilation engagement is not designed for
this purpose. These claims tend to present a higher exposure than
most other types of claims from a compilation engagement.
Engagement Scope Disputes
Engagement scope disputes are a continuing problem for compi-
lation engagements. In many claims, the CPA firm performed ad-
ditional procedures beyond the scope of a compilation
engagement, which leads to problems in defending claims. Judges
and juries are often not familiar with AICPA Professional Stan-
dards and tend to favor the client when engagement responsibili-
ties are disputed.
Ways to Manage Risk
You can manage your exposure to these types of claims by apply-
ing client acceptance and continuance procedures, such as issuing
new engagement letters on a yearly basis that accurately describe
the services to be performed, the limited nature of the engage-
ment, and the limited use to which the financial statements can
be put. You should ensure that the client signs the letter prior to
the commencement of services. You should also be careful not to
unilaterally initiate services that are beyond the scope of your en-
gagement. If additional services are requested by the client, you
should retain appropriate documentation of the additional ser-
vices agreed upon.
You should also maintain adequate training, supervision, and
professional skepticism. Never allow personal relationships with
clients to affect your judgment. Furthermore, you should decline
engagements you are not qualified to perform based on your ex-
pertise. Liability exposure tends to increase significantly if a CPA
engages in highly specialized areas.
Public Perceptions of Accounting Professionals
CAMICO Mutual Insurance Company, a provider of profes-
sional liability insurance and risk management programs for the
accounting profession, commissioned a survey in 2003 to investi-
gate potential jurors’ attitudes towards accountants and whether
those attitudes have been negatively affected by the corporate
scandals of recent years. As part of the survey, participants were
asked the following question, among others: 
If an accountant is hired by a company to review financial
statements, but not retained to do an audit, would you expect
the accountant to uncover fraud?
Prior to the recent corporate and accounting scandals, such as
Enron, 40 percent said yes; however, an astounding 71 percent
said yes when polled after the corporate scandals were uncovered.
Despite some negative perceptions stemming from the recent
corporate and accounting scandals, overall, the survey shows public
trust and expectations remain high for accounting professionals.
You can obtain this survey online at www.camico.com/website/
press_releases.asp.
Deciding Whether to Accept or Continue a Client Relationship 
or Engagement
The information presented in this Alert regarding compilation
engagement malpractice claims and the public’s perception of ac-
counting professionals should heighten your awareness of the po-
tential risks involved when performing compilation and review
engagements. In order to effectively mitigate litigation and busi-
ness risk, CPA firms should establish policies and procedures for
deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for that client. Firms
must also be attentive to the fact that the integrity and reputation
of a client’s management could reflect on the reliability of the
client’s accounting records and financial representations, and
therefore on the firm’s reputation or involvement in litigation. 
Firms should perform an evaluation of all potential new clients,
as well as existing clients, and strive to select clients with the fol-
lowing characteristics:
• Management that possesses competence and integrity
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• A financial and accounting officer who is knowledgeable
about the business and the decisions made by the top oper-
ating management
• Management that is committed to the application of ap-
propriate accounting principles
• Appropriately comprehensive and sound internal controls
that are consistent with the size and organizations structure
of the business
• An appropriate corporate governance structure 
In addition, firms should develop client acceptance procedures
designed to identify and reject prospective clients of questionable
reputation, and potential engagements that involve a high risk of
litigation or regulatory investigations. The client acceptance pro-
cedures also should require the firm to consider its independence
and ability to provide professional services, with reference to in-
dustry expertise, size of engagement, and personnel available to
staff the engagement.
Firms should evaluate existing clients on an annual basis and in
advance of the engagement commencement so identified risks
and resulting actions can be implemented. Significant changes in
key personnel, the financial condition of the entity’s business, or
the nature of the entity’s business may also indicate the need to
evaluate the continuance of an existing client relationship.
In an effort to provide additional guidance regarding this topic, in
January 2004, the Professional Issues Task Force issued Practice
Alert 2003-03, Acceptance and Continuance of Clients and Engage-
ments. This practice alert provides guidance with respect to several
elements of an effective client acceptance program. The elements of
particular importance to the acceptance or continuance of a com-
pilation or review engagement include the following:
• Availability of competent personnel to perform the engage-
ment
• Assessment of management’s commitment to the appro-
priate application of GAAP
• Assessment of management’s commitment to implement-
ing and maintaining effective internal control
• Assessment of the entity’s financial viability
• Independence and objectivity
• Inquiry of third parties
• Background investigations
• Other considerations, such as restrictions on the scope of
services, entities under common control, one-time engage-
ments, and the business and industry environment
Given the nature of compilation and review engagements, CPAs
should exercise professional judgment in determining the applic-
ability of each of the preceding elements to a particular client and
engagement.
A copy of this practice alert is included in Appendix C, “Practice
Alert 2003-03, ‘Acceptance and Continuance of Clients and En-
gagements,’” of this Alert and can also be found on the AICPA
Web site at www.aicpa.org/download/secps/pralert_03_03.pdf.
For additional guidance you should refer to SQCS No. 2, System
of Quality Control for a CPA Firm’s Accounting and Auditing Prac-
tice (AICPA, Professional Standards, vol. 2, QC sec. 20.14-.16).
The practice aid Establishing and Maintaining a System of Quality
Control for a CPA Firm’s Accounting and Audit Practice (discussed
above in the section titled “Guidance on Quality Control Sys-
tems”) also provides valuable information on the acceptance and
continuance of clients and engagements.
Current Accounting and Reporting Issues 
and Developments
Private Company Financial Reporting Task Force
Over the past three decades, a number of organizations have
studied accounting standards as they pertain to public companies
versus private companies. In the United States, the AICPA and
the Financial Accounting Standards Board (FASB) have studied
18
19
the topic, but have not in-depth in recent years. Internationally, a
number of national standard setters have studied the topic re-
cently and implemented varying degrees of changes to their stan-
dards or standard-setting structure.
In 2003, the Board of Directors of the AICPA formed the Private
Company Financial Reporting Task Force (Task Force) to con-
duct research to determine whether there is an issue with current
or forthcoming financial reporting by private (or privately held),
for-profit entities. That is, within the confines of what GAAP fi-
nancial statements can convey, are the financials meeting the
needs of all constituents of that reporting? Therefore, a study of
the broader information needs (such as the disclosure of nonfi-
nancial performance indicators) of constituents of private com-
pany financial reporting is beyond the scope of this effort.
The nature of business and business transactions is more complex
than ever. Companies implement complex business strategies,
form complex ownership structures, use complex risk management
strategies, and use technology in their products and services.
By design, a standard-setter (such as the FASB) is asked to react
to recent developments in business transactions in which the ac-
counting is unclear based on current standards. Companies, audi-
tors, and investors, for example, may ask a standard setter to
provide guidance to ensure the comparability of reporting be-
tween companies and to protect against unfounded litigation
against those acting in good faith. Therefore, standards are more
complex and voluminous than ever before.
In response to financial reporting scandals of public companies,
Congress passed, and the President signed, the Sarbanes-Oxley
Act of 2002 (the Act), which sets out unprecedented new re-
quirements for public companies and their auditors. Among
those requirements are tighter corporate governance; the certifi-
cation by CFOs and CEOs of the accuracy of financial state-
ments; and additional disclosures in the Management Discussion
and Analysis (MD&A) section of reports filed with the SEC.
The Act also formalizes the SEC’s reliance on FASB as the ac-
counting standard setter for public companies, and it guarantees
FASB’s funding via fees assessed on public companies based on
market capitalization. The SEC has stated that it will exercise a
vigorous oversight of FASB’s agenda. Some of the SEC’s and
FASB’s stated goals are more timely guidance, movement towards
convergence with international accounting standards, movement
towards principle-based standards, and increased movement to-
wards fair-value measurements.
FASB also is given explicit (via the AICPA’s code of conduct) and
implicit (via general acceptance) authority to set GAAP for pri-
vate companies. One may think of the elements of GAAP as re-
lating to:
• Recognition. For example, if a transaction results in a liabil-
ity and, if so, the period of recognition of that liability
• Measurement. For example, historical cost, fair value, or lower
of cost or market, and the measurement methodology used
• Presentation. For example, balance sheet display
• Disclosure. For example, notes to financial statements 
In most cases, GAAP currently does not provide for different
recognition and measurement principles based on whether a
company is public or private; however, GAAP sometimes pro-
vides for differences in presentation and disclosure.
Constituents of private company financial reporting have a
vested interest in determining whether general purpose financial
statements of private, for-profit entities, prepared in accordance
with GAAP, meet the needs of all constituents of that reporting.
To stimulate thought and discussion, the Task Force published a
discussion paper on this topic. In addition, the Task Force used a
combination of scientific and grassroots research to obtain addi-
tional input. A professional, independent market research firm
recently conducted random phone and Web-based surveys in
order to obtain a representative sample from each of three major
private company constituent groups, namely, external stakehold-
ers (or users), owners and managers, and public accounting prac-
titioners. In addition to the scientific survey mentioned above, a
nationwide opinion survey was conducted with the goal to hear
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the views of as many constituents as possible, hence the term
grassroots. With the help of participating organizations in stirring
interest with their members, the help of individuals in reaching
out to others, and the use of Web-based technology, the Task
Force hopes to create an awareness of the topic.
For additional information and to obtain the Discussion Paper
mentioned above, visit the AICPA Private Company Financial
Reporting Web site at www.aicpa.org/members/div/acctstd/
pvtco_fincl_reprt/index.htm. 
Other Comprehensive Bases of Accounting
Currently, private companies have alternatives to GAAP financial
statements. The term other comprehensive bases of accounting
(OCBOA) refers to bases of accounting other than GAAP. The
primary guidance for OCBOA financial statements comes from
Statement on Auditing Standards (SAS) No. 62, Special Reports
(AICPA, Professional Standards, vol. 1, AU sec. 623). Unlike
GAAP, there is no standard-setting organization for OCBOA. In-
stead, preparers and accountants have interpreted the audit guid-
ance in SAS No. 62 for purposes of preparing OCBOA financial
statements. SAS No. 62 states that “an independent auditor’s
judgment concerning the overall presentation of financial state-
ments should be applied within an identifiable framework.” Or-
dinarily, that framework is provided by GAAP; but SAS No. 62
allows a comprehensive basis of accounting other than GAAP to
be used. SAS No. 62 recognizes the following OCBOAs:
• The basis of accounting used by the reporting entity to
comply with the requirements or financial reporting provi-
sions of a governmental regulatory agency whose jurisdic-
tion the entity is subject
• The basis of accounting used by or expected to be used by
the reporting entity to file its income tax return for the pe-
riod covered by the financial statements
• The cash receipts and disbursements basis of accounting,
and modifications of the cash basis having substantial sup-
port, such as recording depreciation on fixed assets or ac-
cruing income taxes
• A definite set of criteria having substantial support that is
applied to all material items appearing in financial state-
ments, such as the price-level basis of accounting
The AICPA has commissioned several committees to examine
the problem of standards overload. In 1981, the Special Commit-
tee on Accounting Standards Overload recommended the use of
the income tax basis of accounting by small businesses as an alter-
native to GAAP financial statements for the following reasons:
• Tax-paying entities already must maintain records of the
tax basis of assets and liabilities.
• Preparing tax basis financial statements would eliminate
the need to also maintain records of the GAAP basis of as-
sets and liabilities.
• Most financial statement users recognize and understand
the tax basis of accounting.
• Many users are satisfied with financial statements prepared
on the tax basis; those who need more information gener-
ally are able to require GAAP statements.
• Few measurement guidelines need to be established.
OCBOA financial statements are beneficial to clients for many
reasons. One of the major benefits is that some clients can better
understand OCBOA financial statements, compared to GAAP fi-
nancial statements. For example, it is not uncommon for the
owner/manager of a privately held company to fully understand
the measurement issues represented in tax returns, while having
little grasp of the measurement and disclosure complexities in
GAAP financial statements. 
Another major advantage is that, since you do not need to con-
sider the measurement requirements of GAAP, the OCBOA fi-
nancial statements often can be prepared on a timelier and more
cost-efficient basis. In cash-basis financial statements, many of
the measurement principles associated with GAAP simply do not
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exist; in tax-basis financial statements, the CPA has already ad-
dressed the measurement issues in the tax returns. Thus, some es-
timate that the reduced time and cost of preparing and reporting
on OCBOA financial statements can allow CPAs to save 20 per-
cent to 30 percent or even more, in certain cases.
The following are characteristics of entities that are good candi-
dates for cash- or tax-basis financial statements:
• There are no third-party users of financial statements (e.g.,
the entity is closely held with no third-party debt).
• The entity’s debt is secured rather than unsecured.
• The entity’s creditors do not require GAAP financial state-
ments.
• The cost of complying with GAAP would exceed the ben-
efits.
• The owners and managers are closely involved in the day-
to-day operations of the business and have a fairly accurate
picture of the entity’s financial position.
• The business’s owners are primarily interested in cash
flows.
• The owners are primarily interested in the tax implications
of transactions.
• Capital expenditures and long-term financing are not sig-
nificant.
• Internal Revenue Code (IRC) rules do not require the en-
tity to prepare its tax return on the accrual basis.
In advising clients about the use of an OCBOA, you should con-
sider the following issues:
• Does the entity have inventory? If so, the pure cash basis
may not be helpful.
• What basis of accounting does the entity use in preparing
its income tax return? If the accrual basis is used, preparing
financial statements on the same basis makes sense.
• Is the entity highly leveraged? Lenders may require GAAP
financial statements.
• Are there outside investors? GAAP financial statements
may provide information required by such users.
• Does the entity’s cash flow parallel its income and ex-
penses? The pure cash basis may be appropriate.
• Does the entity anticipate going public? If so, the entity
will need a history of GAAP financial statements.
• Was the entity formed for tax purposes? If yes, the owners
are probably interested in the tax effects of transactions
and the income tax basis would be appropriate.
• Is the entity subject to bonding requirements? Most bond-
ing companies will only accept GAAP financial statements.
Small Business Advisory Committee
In an effort to obtain more active involvement by the small busi-
ness community in the development of financial accounting and
reporting standards, in early 2004, the FASB established the
Small Business Advisory Committee (SBAC). The SBAC is com-
prised of over 20 individuals representing users, preparers, and
auditors in the small business community. Those individuals are a
standing resource to provide an additional and ongoing source of
input on issues before the FASB, including issues raised in the de-
velopment of FASB proposals. The FASB expects to meet with
the SBAC approximately twice per year. For additional informa-
tion on the SBAC visit the FASB Web site at www.fasb.org/
small_business_advisory_committee.
Check Clearing for the 21st Century Act
In October 2003, the Check Clearing for the 21st Century Act
(Check 21) was signed into law. Check 21 gives substitute checks
the same legal validity as the original paper checks. Substitute
checks are paper reproductions of checks that include an image of
the front and back of the original check, and can be processed
just like the original check. The Act is intended to reduce the
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check payment system’s dependence on the physical transporta-
tion of checks and to streamline the collection and return process.
The Act became effective on October 28, 2004. 
The use of copies of checks instead of the originals means banks no
longer have to transport checks throughout the country, and con-
sumers (including business clients) may receive copies of their can-
celed checks rather than cancelled paper checks. Although
compliance with Check 21 is voluntary, most banks are expected to
comply because of the significant cost savings for them. Check 21
specifically states that substitute checks provided by the bank to its
customers have all the force and effect of the actual cleared check.
In performing your compilation and review engagements, you
should be aware of Check 21 and consider how it may affect
your client’s operations. Additional information about Check 21
is available on the Federal Reserve’s Web site at www.federalreserve.
gov/paymentsystems/truncation/default.htm.
Current Peer Review Issues
Revised Peer Review Standards Reminder 
In October 2003, the AICPA Peer Review Board (Board) ap-
proved revisions to the AICPA Standards for Performing and Re-
porting on Peer Reviews (AICPA, Professional Standards, vol. 2,
PR sec. 100). In January 2004, the Board approved the issuance
of the revised and new Interpretations to the Standards, which are
effective for peer reviews commencing on or after January 1,
2005 (early implementation is not allowed). 
These revisions are the end result of a project by the Board to
reevaluate and enhance the AICPA Peer Review Program (Pro-
gram). The project, which commenced in October 2001, was
structured to reevaluate the administration, performance, report-
ing, objectives, and overall effectiveness of system reviews con-
ducted under the Program. The Board solicited input from many
different parties involved in the peer review process, including
CPA firms and users of peer review results. The key revisions to
the standards are summarized below: 
• Identify new responsibilities for firms that are enrolled in
the Program. The new responsibilities include providing
various written representations to the peer reviewer for all
peer reviews.
• Explain the timing, including due dates, of peer reviews.
• Require that if a firm, subsequent to the year-end of its re-
port or engagement review, performs an auditing or attes-
tation engagement that would have required the firm to
have a system review, the firm would be required to un-
dergo a system review at the earlier of 18 months from the
year-end of the engagement or its next scheduled review
due date. 
• Eliminate committee-appointed review teams (CARTs) for
system reviews, but still permit CARTs for engagement
and report reviews at the administering entity’s discretion.
• Define a substandard engagement as one in which the de-
ficiencies identified, individually or in aggregate, are mate-
rial to understanding the report or the financial statements
accompanying the report, or represent omission of a criti-
cal accounting, auditing, or attestation procedure(s) re-
quired by professional standards.
• Require that the reviewed firm make available to the re-
viewer communications or investigations alleging deficien-
cies in the quality of the firm’s auditing or accounting
practice within the three years preceding the firm’s current
peer review year-end. Examples of the types of organiza-
tions in which communications would be relevant to
meeting the objectives may include, but is not limited to,
state boards of accountancy, AICPA, or state CPA society
ethics committees, governmental agencies, or any other or-
ganization that has the authority to regulate accountants in
connection with the quality of the firm’s accounting or au-
diting practice. 
• Indicate that if a firm plans to exclude an engagement
from the scope of the peer review, it must submit a written
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statement to the administering entity, prior to the com-
mencement of the review, indicating (a) it plans to exclude
an engagement(s) from the peer review selection process,
(b) the reasons for the exclusions and (c) it is requesting a
waiver from a scope limitation in the peer review report.
The administering entity should satisfy itself as to the res-
onableness of the explanation before agreeing that a scope
limitation is not required. 
• Create new guidance on when to provide the reviewed firm
with the list of engagements selected for a system review.
The list of engagements should be provided to the reviewed
firm no earlier than two weeks before the commencement
of the review, and at least one engagement from the initial
selection should be provided to the reviewed firm once the
review commences. This engagement should be from the
firm’s highest level of service.
• Revise the format and content of system and engagement
review reports and letters of comments. When a modified
or adverse peer review is issued, if there are substandard en-
gagements, that fact will be identified as well as the indus-
try and level of service of the substandard engagement(s). 
• Revise reports on report reviews by indicating that the re-
viewer has read certain representations provided by the
firm. In addition, comments that are significant are identi-
fied as such. The Board issued an Interpretation providing
guidance for identifying significant matters or comments
on report reviews.
• State that, if a firm fails to correct significant deficiencies
after consecutive corrective actions requested by the com-
mittee, it may be deemed a firm refusing to cooperate with
the administering entity and the Board.
Recurring Deficiencies Noted in Compilation and 
Review Engagements
Of the more than 30,000 firms in the AICPA Peer Review Pro-
gram, almost 18,000 perform reviews or compilations as their
highest level of service. There are 41 state CPA societies or groups
of state CPA societies that administer the peer review program for
the 54 state jurisdictions (including the District of Columbia,
Guam, Puerto Rico, and the Virgin Islands). The importance of
the peer review findings cannot be overemphasized. The follow-
ing is a summary of some of the most recent significant and
minor deficiencies that an accountant should keep in mind when
planning and staffing compilation and review engagements. 
Significant Deficiencies
Significant deficiencies include matters that are normally material
to understanding the report or financial statements or that repre-
sent critical SSARS procedure. An engagement with a significant
deficiency is normally considered substandard, although careful
judgment is required when forming a conclusion. Although this
list is not all-inclusive, it does contain the most common, recurring
deficiencies. In addition, we have included practical examples and
explanations of these deficiencies that you should try to avoid.
Reports, Financial Statement Measurement, Presentation, and Disclosure
Deficiency Practical Example
Departures from standard It is not uncommon to see compilation and review
wording where the report reports with no reference to the SSARSs in
does not contain the critical those reports.
elements of the applicable
standards
Issuance of a review report Although an accountant may report on compiled
when the accountant is not financial statements if he or she is not independent 
independent with respect to (by modifying the compilation report), the 
the client accountant may not issue a review report if he
or she is not independent. In all cases in which the
CPA issues an “assurance” report (audit or review)
on the financial statements, the CPA must be
independent with respect to the client in order to
perform the engagement (i.e., modifying the review
report for a lack of independence is inappropriate).
Failure to disclose lack Although an accountant may report on compiled
of independence in a financial statements when he or she is not
compilation report independent, the SSARSs require modification of
the compilation report to clearly indicate this lack of
independence by adding a one-sentence paragraph
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to the compilation report, specifically, “I am [We
are] not independent with respect to XYZ Company.”
Failure to disclose the A CPA may compile financial statements with
omission of substantially disclosures omitted as long as the omission of
all disclosures disclosures is clearly indicated in the compilation
report and the disclosures are not omitted with the
intent to “mislead” those who might reasonably be
expected to use the financial statements. A third
paragraph should be added to the compilation
report as follows:
Management has elected to omit substantially all the
disclosures required by generally accepted accounting
principles. If the omitted disclosures were included in
the financial statements, they might influence the user’s
conclusions about the company’s financial position, 
results of operations, and cash flows. Accordingly,
these financial statements are not designed for those
who are not informed about such matters.
Failure to disclose the Pursuant to the guidance in Financial Accounting
omission of the statement Standards Board (FASB) Statement of Financial
of cash flows in financial Accounting Standards No. 95, Statement of Cash
statements prepared in Flows, if financial statements include both a balance
accordance with GAAP sheet and an income statement, the statement
of cash flows should be provided for each period
that the income statement is provided. Given this
fact, the statement of cash flows needs to be
provided when the CPA reviews financial statements
(or the failure to include the statement of cash flows
should be disclosed as a departure from GAAP in
the accountant’s review report); the same issue or
result would exist when the CPA compiles
full-disclosure financial statements. However, if the
CPA compiles financial statements in which
management elects to omit substantially all
disclosures, the omitted statement of cash flows can
be “referenced” in the paragraph that reports the fact
that disclosures have been omitted, as follows:
Management has elected to omit substantially all the
disclosures and the statement of cash flows required by
generally accepted accounting principles. If the omitted
disclosures and statement were included in the financial
statements, they might influence the user’s conclusions
about the company’s financial position, results of 
operations, and cash flows. Accordingly, these financial
statements are not designed for those who are not
informed about such matters.
Failure to disclose an Interpretation No. 12, “Reporting on a
OCBOA for financial Comprehensive Basis of Accounting Other Than
statements compiled Generally Accepted Accounting Principles,” of
without disclosure, where SSARS No. 1, AR Section 9100.12, provides
the basis of accounting is example language that should be added to the
not readily determinable end of the first paragraph of the compilation report
from reading the report in these circumstances. For tax-basis financial
statements, the wording is as follows; similar
wording should be added to compilation reports
prepared on the cash/modified-cash basis:
The financial statements have been prepared on the 
accounting basis used by the Company for Federal 
income tax purposes, which is a comprehensive basis of
accounting other than generally accepted accounting
principles.
Practice Note: Interpretation No. 12 also contains
“model” report wording for review reports issued on
OCBOA financial statements.
Failure to disclose, in the A significant departure from GAAP or OCBOA 
accountant’s report, a technical standards in audit engagements results in
material departure from a qualification (at least) of the audit report.
professional standards Although a “qualified” compilation/review report
(examples include the does not exist, nevertheless, material departures
nonconsolidation of should be identified in the compilation or review
appropriate subsidiaries report. For compilation reports, wording should be
with a parent company’s added to the end of the second paragraph as follows:
financial statements; However, we did become aware of a departure from
omission of significant generally accepted accounting principles that is
income tax provisions in described in the following paragraph.
interim financial  In review reports, the third paragraph of the review
statements; omission of report should be modified as follows: 
significant disclosures Based on our review, with the exception of the matter
related to material defined described in the following paragraph, we are not aware
employee benefit plans; or of any material modifications that should be made to
nonrecognition of the accompanying financial statements in order for
significant deferred income) them to be in conformity with generally accepted
accounting principles.
Then a GAAP departure paragraph should be added
as the final paragraph in both compilation and
review reports.
Inclusion of material One of the major concerns pertaining to this
balances that are not deficiency relates to compilations/reviews of
appropriate for the basis cash/modified-cash basis financial statements. It
of accounting used is not uncommon to see trade receivables recorded
in these financial statements. If the receivables are
recognized in the statements, then the “offsetting
credit” relates to the fact that revenues are being
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recognized as they are earned (accrual basis). CPAs
are reminded that they may “cross the line” when
modifying the cash basis of accounting so that the
financial statements essentially are accrual-based
financial statements rather than cash/modified-cash
basis financial statements.
Also, it still is not uncommon to see start-up
expenses (i.e., organization costs) capitalized and
amortized in GAAP-basis financial statements. CPAs
are reminded that, pursuant to the provisions of
SOP 98-5, Reporting on the Costs of Start-Up 
Activities, these type costs should be expensed as
incurred in GAAP-basis financial statements 
(although they still should be capitalized and 
amortized in tax-basis financial statements).
Including start-up expenses as an asset in
GAAP-basis financial statements is inappropriate.
As a final example, it is inappropriate to include a
provision for tax in financial statements of a
partnership. Since a partnership is a flow-through
entity in which taxes are paid by the partners, there
should be no provision for tax related to the
distribution to partners so that the partners can
cover their pro rata share of the tax liability.
Practice Note: This listing of practical examples is
not inclusive. CPAs are reminded to be very careful
not to confuse personal and business financial assets
when preparing and reporting on financial
statements of a proprietorship. 
Failure to include a Essentially, this is an issue of a departure from
material amount or GAAP or OCBOA, as discussed above. For example,
balance necessary for the if a provision for tax is not included in the financial
basis of accounting used statements of a C Corporation or the accrual of
(examples include the compensated absences is omitted from GAAP-basis
omission of material financial statements. These departures, if material,
accruals, failure to provide should result in modification of the compilation or
for material losses or review report to indicate that the departure exists.
doubtful accounts, or
failure to provide for material
deferred income taxes)
Significant departures from In many cases, this deficiency is prevalent if CPAs
the financial statement are preparing and reporting on financial statements
formats prescribed by of clients in “special industries” where they try to
industry accounting and “fit” the standard financial statement formats for
audit guides use in these industries. For example, for healthcare
clients, there is a requirement for a “performance
indicator” to be included in the financial statements.
As another example, not-for-profit organizations
have a statement of activities (rather than an income
statement) in which all changes in net assets during
a reporting period are reflected in that statement. If
CPAs try to utilize formats that are applicable to the
“normal” business entities, it is not uncommon for
some of the special industry guidance not to be
followed. You should refer to the appropriate AICPA
audit and accounting guides when financial
statements are being compiled or reviewed.
Omission of disclosures As a result of significant changes in disclosure
of significant accounting requirements in recent years, CPAs need to be
policies applied (GAAP careful not to “copy last-year” disclosures in 
or OCBOA) current-year financial statements. Some of the
required policy note disclosures are often easily
missed. Commonly missed policy note disclosures
include the nature of operations, use of estimates,
advertising costs, shipping and handling costs, basis
of accounting for receivables (and the bad debts
associated with those receivables). All significant
accounting policies should be included in GAAP
and OCBOA financial statements.
Improper accounting of a This is another GAAP departure issue. These
material transaction (for departures, if material, should result in modification 
example, recording a of the compilation or review report to indicate that 
capital lease as an the departure exists.
operating lease)
Misclassification of a A common example is if computer software costs are
material transaction or mistakenly classified as an integral part of fixed
balance assets rather than as intangible assets (as required on
GAAP-basis financial statements). You should make
sure that items, transactions, and events are classified
appropriately in the financial statements.
Failure to segregate the It is not uncommon to see amounts misclassified
statement of cash flows into within the three sections. For example, “advances to
the components of owners” should be classified as an investing activity,
operating, investing, and while “advances from owners” should be classified as
financing activities a financing activity—it is not appropriate to “net”
the items.
Omission of significant Always use a current disclosure checklist applicable




Omission of a statement The compilation or review report should refer to
of income and retained the actual financial statements included in the
earnings when referred to presentation. CPAs are reminded to modify your
in the report report if certain statements are not included in the
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financial statements. Also, the statement of retained
earnings is not a required financial statement.
Omission of significant This deficiency occurs if several minor deficiencies
matters related to the result in a cumulative material effect on the financial
understanding of the statements when viewed in the aggregate. 
financial statements (the
cumulative material effect
of a number of deficiencies)
Failure to disclose the Pursuant to the guidance in Accounting Principles
cumulative effect of a Board No. 20, Accounting Changes, the cumulative
change in accounting effect of a change in accounting principle should
principle be shown in the income statement. Examples of a
change in accounting principle include, a change in
inventory pricing method, depreciation method, 
and the method to account for long-term
construction-type contracts, just to name a few. 
SSARS Procedures and Documentation
Deficiency Practical Example
Failure to perform inquiries In many cases, this deficiency stems from failure to
and analytical procedures document the procedures performed. Inquiries and
in review engagements analytical procedures provide the basis for the 
limited assurance expressed in the review
report, and must be documented.
Failure to document the SSARS No. 1 now contains a list of required
matters covered in the documentation for a review engagement, including
accountant’s inquiries and the requirement to document significant
analytical procedures in expectations.
review engagements
Failure to obtain a client A management representation letter is required in
management representation all review engagements. These letters are not
letter for a review required in compilation engagements.
engagement
Failure to include, in a Refer to SSARS No. 1 for a list of requirements for a
management-use-only management-use-only compilation engagement
engagement letter, required letter.
language for communicating
the understanding of the 
engagement for financial 
statements that are prepared
for management use only,
except for the failure to refer
to the level of responsibility
on supplementary
information, which is not a
significant deficiency
Minor Deficiencies
Minor deficiencies include departures from professional stan-
dards that are not normally material to a proper understanding of
the report or financial statements or to the performance of an ac-
counting engagement. As a result, these departures, by them-
selves, would not normally cause an engagement to be
substandard. Materiality is considered from the point of view of a
reasonable reader of the financial statements or accountant’s re-
port. Although the following list is not all-inclusive, it does con-
tain the most common, recurring deficiencies. In addition, we
have included practical examples and explanations of these defi-
ciencies that you should try to avoid.
Reports, Financial Statement Measurement, Presentation, and Disclosure
Deficiency Practical Example
Failure to report on You must indicate the degree of responsibility for the 
supplementary information supplementary information. It is acceptable to 
(A reasonable reader of the “combine” reports on the basic financial statements
report will likely presume and supplementary information, or you can issue
the same level of “separate” reports on supplementary information
responsibility as that of the that accompanies the basic financial statements.
basic financial statements.)
Failure to clearly segregate The inclusion of supplementary information to the 
supplementary information basic financial statements is very common. In order 
or mark supplementary to clearly segregate the information, it is a good idea 
information as to include a title page between the basic financial
supplementary statements and the supplementary information.
Titles of the supplementary Titles of supplementary information should coincide
information not coinciding with the titles used in the basic financial statements.
with the descriptions or
titles as presented on the
basic financial statements
Minor departures from For example, it still is not uncommon to see review 
standard report language, report wording indicating that a review is
provided the report is not substantially less in scope than an examination
otherwise misleading (rather than an audit) of the financial statements.
SSARS No. 1 contains example language for
compilation and review reports that should be
followed.
Failure of the accountant’s For example, comparative financial statements and
report to cover all periods single-period compilation and/or review reports. Be
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covered by the financial sure the financial statements referenced in the report
statements, but the periods match the financial statements actually presented.
covered were identified in
the body of the financial
statements
Inclusion of a reference A statement of cash flows is not required for
about the omission of the financial statements prepared under OCBOA;
statement of cash flows for therefore, referencing the omitted statement of cash
financial statements flows in OCBOA financial statements is not
prepared under OCBOA necessary.
Inclusion of a reference A statement of capital is not required for financial
about the omission of the statements prepared under OCBOA; therefore,
statement of capital for referencing the omitted statement of capital in 
financial statements OCBOA financial statements is not necessary.
prepared under OCBOA
Omissions or inadequate For example, minor disclosure deficiencies related
disclosures related to minor to accounting policies, inventory, valuation
account balances or allowances, long-term debt, related-party
transactions transactions, or concentrations of credit risk. Always
use a current disclosure checklist applicable to the
basis of accounting used.
Minor departures from For example, the accounting/auditing guide related
the financial statement to not-for-profit organizations requires a
formats recommended by “capitalization policy” disclosure related to property,
industry audit and plant, and equipment items. There is no parallel
accounting guides disclosure requirement in the financial statements
of for-profit entities. It is not uncommon to see this
disclosure omitted in financial statements of
not-for-profit organizations. You should refer to the
appropriate AICPA audit and accounting guides
when financial statements are being compiled or
reviewed.
Use of financial statement This issue primarily exists in OCBOA financial
titles that are not statements. Please remember that, pursuant to
appropriate for the basis of the guidance in SAS No. 62, Special Reports, as that
accounting used when the guidance was adopted for compilation/review
accountant’s report, engagements in SSARS No. 7, Omnibus Statement
financial statements, or on Standards for Accounting and Review Services—
notes otherwise indicate 1992 (AICPA, Professional Standards, vol. 2, AR
the basis of accounting sec. 300.03 ), it is inappropriate to utilize financial
statement titles (for example, balance sheet, 
income statement) that are not modified to indicate
that the financial statements are prepared using 
an OCBOA.
Failure to include the title Use of the title “Notes to the Financial Statements”
“Selected Information— is appropriate only if all or substantially all
Substantially All Disclosures disclosures are presented.
Required by Generally
Accepted Accounting




Failure to refer to the SSARS No. 1 requires that each page of the financial
accountant’s report on each statements include a reference to the accountant’s
page of the financial report, such as “See Accountant’s Compilation
statements Report” or “See Accountant’s Review Report.”
Failure of the accountant’s You should review the accountant’s report to ensure
report to cover all periods all financial statements periods are covered.
covered by the financial
statements, but the periods
covered were identified in
the body of the financial
statements
Minor report-dating You should review all reports for accuracy.
departures
Failure to accrue income There should be a provision and accrual for income 
taxes where the accrual taxes for taxpaying entities, provided that the entity
and provision are not is not reporting on the cash basis of accounting.
expected to be significant
to the financial statements
taken as a whole
Presentation of treasury You should be aware of state laws and regulations
stock in financial statements that may affect your client’s financial statements.
of a corporation that is
incorporated in a state that
does not recognize treasury
stock
SSARS Procedures and Documentation
Deficiency Practical Example
Failure of a management- You must indicate the degree of responsibility for the
use-only compilation supplementary information in the accountant’s
engagement letter to refer compilation report or in the engagement letter,
to supplementary as applicable.
information, which was 




Failure to use a work If firm quality control policies and procedures 
program or a reporting and require the use of a work program or disclosure 
disclosure checklist when checklist, those policies and procedures should be
required by firm policy followed.
Although there are many recurring deficiencies noted in peer re-
view, the accountant can take steps to avoid them by keeping
these common mistakes in mind during the planning and perfor-
mance of future compilation and review engagements. 
Accounting Pronouncements and Other Guidance Update
Presented below is a list of accounting pronouncements and
other guidance issued since the publication of last year’s Alert.
The AICPA general Audit Risk Alert—2004/05 (product no.
022335kk) contains a summary explanation of most of these is-
suances. For information on accounting standards issued subse-
quent to the writing of this Alert, please refer to the AICPA Web
site at www.aicpa.org, and the FASB Web site at www.fasb.org.
All FASB pronouncements are now available free of charge on the
FASB Web site. You may also look for announcements of newly
issued standards in the CPA Letter and Journal of Accountancy.
FASB Statement No. Employers’ Disclosures about Pensions and Other
132(R) (revised 2003) Postretirement Benefits—an Amendment of FASB
(December 2003) Statements No. 87, 88, and 106
FASB Interpretation Consolidation of Variable Interest Entities (revised
No. 46(R) (revised December 2003)—an interpretation of Accounting 
December 2003) Research Bulletin No. 51
(December 2003)
FASB EITF Issues Go to www.fasb.org/eitf/ for a complete list of EITF
(Various dates) Issues.
FASB Staff Positions Go to www.fasb.org/fasb_staff_positions/ for a 
(Various dates) complete list of FASB Staff Positions (FSPs). 
(Some of the recently issued FSPs address issues 
relating to FASB Statements No. 141, No. 142, 
No. 144, and No. 150, among others; FASB 
Interpretations No. 45 and No. 46(R): and EITF
Issue No. 03-1.)
SOP 03-3 Accounting for Certain Loans or Debt Securities
(December 2003) Acquired in a Transfer
SOP 03-4 Reporting Financial Highlights and Schedule of
(December 2003) Investments by Nonregistered Investment Partnerships:
An Amendment to the Audit and Accounting Guide
Audits of Investment Companies and AICPA
Statement of Position 95-2, Financial Reporting by
Nonpublic Investment Partnerships
SOP 03-5 Financial Highlights of Separate Accounts: An 
(December 2003) Amendment to the Audit and Accounting Guide Audits
of Investment Companies




AICPA Audit and Audits of Depository and Lending Institutions: Banks 
Accounting Guide and Savings Institutions, Credit Unions, Finance
(January 2004) Companies and Mortgage Companies








AICPA Practice Aid Valuation of Privately-Held Company Equity
(May 2004) Securities Issued as Compensation
(Nonauthoritative)
AICPA Practice Aid Establishing and Maintaining a System of Quality
(November 2004) Control for a CPA Firm’s Accounting and Auditing 
(Nonauthoritative) Practice
AICPA Technical Applicability of FASB Interpretation No. 45—Guarantor’s 
Practice Aid 6400.45 Accounting and Disclosure Requirements for Guarantees,
(August 2004) Including Indirect Guarantees of Indebtedness of 
(Nonauthoritative) Others—Physician Loans
AICPA Technical Applicability of FASB Interpretation No. 45—Guarantor’s 
Practice Aid 6400.46 Accounting and Disclosure Requirements for Guarantees, 
(August 2004) Including Indirect Guarantees of Indebtedness of 
(Nonauthoritative) Others—Mortgage Guarantees
FASB Interpretation No. 46(R), Consolidation of Variable 
Interest Entities
The following summary of FASB Interpretation No. 46 (R), Consol-
idation of Variable Interest Entities, is for informational purposes
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only and should not be relied upon as a substitute for a complete
reading of the applicable standard.
This Interpretation of Accounting Research Bulletin (ARB) No.
51, Consolidated Financial Statements, addresses consolidation by
business enterprises of variable interest entities. Variable interest
entities are those entities that have one or more of the following
characteristics:
• The equity investment at risk is not sufficient to permit
the entity to finance its activities without additional subor-
dinated financial support provided by any parties, includ-
ing the equity holders.
• The equity investors lack one or more of the following es-
sential characteristics of a controlling financial interest: 
– The direct or indirect ability to make decisions about the
entity’s activities through voting rights or similar rights
– The obligation to absorb the expected losses of the entity
– The right to receive the expected residual returns of the
entity
• The equity investors have voting rights that are not pro-
portionate to their economic interests, and the activities of
the entity involve or are conducted on behalf of an investor
with a disproportionately small voting interest.
The following are exceptions to the scope of this Interpretation:
• Not-for-profit organizations are not subject to this Interpre-
tation unless they are used by business enterprises in an at-
tempt to circumvent the provisions of this Interpretation.
• Employee benefit plans subject to specific accounting re-
quirements in existing FASB Statements are not subject to
this Interpretation.
• Registered investment companies are not required to con-
solidate a variable interest entity unless the variable interest
entity is a registered investment company.
• Transferors to qualifying special-purpose entities (SPEs)
and grandfathered qualifying SPEs subject to the reporting
requirements of FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguish-
ments of Liabilities, do not consolidate those entities.
• No other enterprise consolidates a qualifying SPE or a
“grandfathered” qualifying SPE unless the enterprise has the
unilateral ability to cause the entity to liquidate or to change
the entity in such a way that it no longer meets the require-
ments to be a qualifying SPE or grandfathered qualifying
SPE.
• Separate accounts of life insurance enterprises as described
in the AICPA Audit and Accounting Guide Life and Health
Insurance Entities, are not subject to this Interpretation.
• An enterprise with an interest in a variable interest entity
or potential variable interest entity created before Decem-
ber 31, 2003, is not required to apply this Interpretation to
that entity if the enterprise, after making an exhaustive ef-
fort, is unable to obtain the necessary information.
• An entity that is deemed to be a business (as defined in this
Interpretation) need not be evaluated to determine if it is a
variable interest entity unless one of the following condi-
tions exists:
– The reporting enterprise, its related parties, or both par-
ticipated significantly in the design or redesign of the
entity and the entity is neither a joint venture nor a
franchisee. 
– The entity is designed so that substantially all of its ac-
tivities either involve or are conducted on behalf of the
reporting enterprise and its related parties. 
– The reporting enterprise and its related parties provide
more than half of the total of the equity, subordinated
debt, and other forms of subordinated financial support
to the entity based on an analysis of the fair values of
the interests in the entity. 
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– The activities of the entity are primarily related to secu-
ritizations, other forms of asset-backed financings, or
single-lessee leasing arrangements. 
• An enterprise is not required to consolidate a governmen-
tal organization and is not required to consolidate a financ-
ing entity established by a governmental organization
unless the financing entity (a) is not a governmental orga-
nization and (b) is used by the business enterprise in a
manner similar to a variable interest entity in an effort to
circumvent the provisions of this Interpretation.
This Interpretation clarifies the application of ARB No. 51 to
certain entities in which equity investors do not have the charac-
teristics of a controlling financial interest or do not have suffi-
cient equity at risk for the entity to finance its activities without
additional subordinated financial support. Paragraph 1 of ARB
No. 51 states that consolidated financial statements are “usually
necessary for a fair presentation when one of the companies in
the group directly or indirectly has a controlling financial interest
in the other companies.” Paragraph 2 states that “the usual condi-
tion for a controlling financial interest is ownership of a majority
voting interest....” However, application of the majority voting
interest requirement in ARB No. 51 to certain types of entities
may not identify the party with a controlling financial interest
because the controlling financial interest may be achieved
through arrangements that do not involve voting interests.
This Interpretation explains how to identify variable interest enti-
ties and how an enterprise assesses its interests in a variable interest
entity to decide whether to consolidate that entity. This Interpreta-
tion requires existing unconsolidated variable interest entities to be
consolidated by their primary beneficiaries if the entities do not ef-
fectively disperse risks among parties involved. Variable interest en-
tities that effectively disperse risks will not be consolidated unless a
single party holds an interest or combination of interests that effec-
tively recombines risks that were previously dispersed.
An enterprise that consolidates a variable interest entity is the
primary beneficiary of the variable interest entity. The primary
beneficiary of a variable interest entity is the party that absorbs a
majority of the entity’s expected losses, receives a majority of its
expected residual returns, or both, as a result of holding variable
interests, which are the ownership, contractual, or other pecu-
niary interests in an entity that change with changes in the fair
value of the entity’s net assets excluding variable interests. An en-
terprise with a variable interest in a variable interest entity must
consider variable interests of related parties and de facto agents as
its own in determining whether it is the primary beneficiary of
the entity.
Assets, liabilities, and noncontrolling interests of newly consoli-
dated variable interest entities generally will be initially measured
at their fair values except for assets and liabilities transferred to a
variable interest entity by its primary beneficiary, which will con-
tinue to be measured as if they had not been transferred. How-
ever, assets, liabilities, and noncontrolling interests of newly
consolidated variable interest entities that are under common
control with the primary beneficiary are measured at the amounts
at which they are carried in the consolidated financial statements
of the enterprise that controls them (or would be carried if the
controlling entity prepared financial statements) at the date the
enterprise becomes the primary beneficiary. Goodwill is recog-
nized only if the variable interest entity is a business as defined in
this Interpretation. Otherwise, the reporting enterprise will re-
port an extraordinary loss for that amount. After initial measure-
ment, the assets, liabilities, and noncontrolling interests of a
consolidated variable interest entity will be accounted for as if the
entity was consolidated based on voting interests. In some cir-
cumstances, earnings of the variable interest entity attributed to
the primary beneficiary arise from sources other than investments
in equity of the entity.
An enterprise that holds significant variable interests in a variable
interest entity but is not the primary beneficiary is required to
disclose (1) the nature, purpose, size, and activities of the variable
interest entity; (2) its exposure to loss as a result of the variable in-
terest holder’s involvement with the entity; and (3) the nature of
its involvement with the entity and date when the involvement
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began. The primary beneficiary of a variable interest entity is re-
quired to disclose (a) the nature, purpose, size, and activities of
the variable interest entity; (b) the carrying amount and classifica-
tion of consolidated assets that are collateral for the variable in-
terest entity’s obligations; and (c) any lack of recourse by creditors
(or beneficial interest holders) of a consolidated variable interest
entity to the general credit of the primary beneficiary.
Effective Date 
Special provisions apply to enterprises that have fully or partially
applied FASB Interpretation No. 46 prior to issuance of this In-
terpretation. Otherwise, application of this Interpretation (or
FASB Interpretation No. 46) is required in financial statements
of public entities that have interests in variable interest entities or
potential variable interest entities commonly referred to as SPEs
for periods ending after December 15, 2003. Application by pub-
lic entities (other than small business issuers) for all other types of
entities is required in financial statements for periods ending after
March 15, 2004. Application by small business issuers to entities
other than SPEs and by nonpublic entities to all types of entities
is required at various dates in 2004 and 2005, depending on the
circumstances (refer to the original Interpretation for full guid-
ance). In some instances, enterprises have the option of applying
or continuing to apply FASB Interpretation No. 46 for a short
period of time before applying this Interpretation.
FASB Staff Positions 
The FASB has issued several FASB Staff Positions (FSPs) related
to FASB Interpretation No. 46(R) that may be helpful to CPAs.
The FSPs are available on the FASB Web site at www.fasb.org.
EITF Issue No. 03-1, “The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments”
The following summary of Emerging Issues Task Force (EITF) Issue
No. 03-1, “The Meaning of Other-Than-Temporary Impairment
and Its Application to Certain Investments,” is for informational
purposes only and should not be relied upon as a substitute for a com-
plete reading of the final EITF Abstract. 
One recent EITF, which practitioners performing compilation
and review engagements should be aware of, is EITF Issue No.
03-1. EITF Issue No. 03-1 sets forth application guidance which
should be used to determine when an investment is considered
impaired, whether the impairment is other than temporary, and
the measurement of an impairment loss. The application guid-
ance encompasses the following three steps:
• Step 1—Determine whether an investment is impaired.
• Step 2—Evaluate whether an impairment is other than
temporary.
• Step 3—If the impairment is other than temporary, recog-
nize an impairment loss equal to the difference between
the investment’s cost and its fair value.
The guidance also includes accounting considerations subse-
quent to the recognition of an other-than-temporary impairment
and requires certain quantitative and qualitative disclosures about
unrealized losses that have not been recognized as other-than-
temporary impairments. The required disclosures are summa-
rized in the following section.
Disclosure Requirements
For those investments with unrealized losses that have not been
recognized as other-than-temporary impairments, the investor
should disclose the following in its annual financial statements:
1. Quantitative information, aggregated by each category of
investment that the investor discloses in accordance with
FASB Statements No. 115, Accounting for Certain Invest-
ments in Debt and Equity Securities, and No. 124, Accounting
for Certain Investments Held by Not-for-Profit Organizations,
and cost method investments, in tabular form:
a. The aggregate amount of unrealized losses (that is, the
amount by which cost or amortized cost exceeds fair
value) and




The disclosures in items (a) and (b) above should be segregated
by those investments that have been in a continuous unrealized
loss position for less than 12 months and those that have been in
a continuous unrealized loss position for 12 months or longer.
2. Additional information, in narrative form, that provides
sufficient information to allow financial statement users to
understand the quantitative disclosures and the informa-
tion that the investor considered (both positive and nega-
tive) in reaching the conclusion that the impairments are
not other than temporary. This disclosure could include:
a. The nature of the investment(s)
b. The cause(s) of the impairment(s)
c. The number of investment positions that are in an un-
realized loss position
d. The severity and duration of the impairment(s)
e. Other evidence considered by the investor in reaching
its conclusion that the investment(s) is not other than
temporarily impaired, including, for example, industry
analyst reports, sector credit ratings, volatility of the se-
curity’s market price, and/or any other information that
the investor considers relevant
For cost method investments, the investor should disclose the fol-
lowing additional information, if applicable, as of each date for
which a statement of financial position is presented:
1. The aggregate carrying amount of all cost method invest-
ments
2. The aggregate carrying amount of cost method investments
that the investor did not evaluate for impairment, and
3. The fact that the fair value of a cost method investment is
not estimated if there are no identified events or changes in
circumstances that may have a significant adverse effect on
the fair value of the investment, and 
a. The investor determined, in accordance with para-
graphs 14 and 15 of FASB Statement No. 107, that it is
not practicable to estimate the fair value of the invest-
ment, or
b. The investor is exempt from estimating fair value under
FASB Statement No. 126.
Effective Date for Measurement and Recognition Guidance
Upon issuance of this EITF in March 2004, the guidance for
evaluating whether an investment is other-than-temporarily im-
paired was to be applied in other-than-temporary impairment
evaluations made in reporting periods beginning after June 15,
2004. However, in September 2004, the FASB issued FSP EITF
03-1-1, which delays the effective date for the measurement and
recognition guidance contained in paragraphs 10-20 of EITF
Issue No. 03-1. During the period of the delay, an entity holding
investments should continue to apply relevant “other-than-
temporary” guidance, such as paragraph 16 of FASB Statement
No. 115, including the guidance referenced in footnote 4 of that
paragraph, paragraph 6 of APB Opinion No. 18, The Equity
Method of Accounting for Investments in Common Stock, and EITF
Issue No. 99-20, “Recognition of Interest Income and Impair-
ment on Purchased and Retained Beneficial Interests in Securi-
tized Financial Assets,” as applicable. The delay of the effective
date for paragraphs 10–20 of EITF Issue 03-1 will be superseded
concurrent with the final issuance of FSP EITF Issue 03-1-a. 
Effective Date for Disclosure Requirements
The disclosure requirements in paragraph 21 of EITF Issue 03-1
are effective in annual financial statements for fiscal years ending
after December 15, 2003, for investments accounted for under
FASB Statements No. 115 and No. 124. For all other invest-
ments within the scope of this Issue, the disclosure requirements
in paragraph 21 of EITF Issue 03-1 are effective in annual finan-
cial statements for fiscal years ending after June 15, 2004. The
disclosure requirements for cost method investments in para-
graph 22 of EITF Issue 03-1 are effective for fiscal years ending
after June 15, 2004.
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On the Horizon 
Practitioners should keep abreast of accounting and reporting de-
velopments and upcoming guidance that may affect engage-
ments. Remember that exposure drafts are nonauthoritative and
cannot be used as a basis for changing GAAP. The AICPA general
Audit Risk Alert—2004/05 summarizes some of the more signifi-
cant outstanding exposure drafts. 
Additionally, the following table lists the various standard-setting
bodies’ Web sites where information regarding outstanding expo-
sure drafts may be obtained. 
Standard-Setting Body Web Site
AICPA Auditing Standards Board www.aicpa.org/members/div/auditstd/
(ASB) [Note that for audits of public drafts.htm
companies, the Public Company
Accounting Oversight Board 
(PCAOB) sets auditing standards.]
AICPA Accounting Standards www.aicpa.org/members/div/acctstd/
Executive Committee (AcSEC) index.htm 
AICPA Accounting and Review www.aicpa.org/members/div/auditstd/
Services Committee (ARSC) index.htm
Governmental Accounting www.gasb.org
Standards Board (GASB)
Financial Accounting Standards www.fasb.org
Board (FASB) 
Professional Ethics Executive www.aicpa.org/members/div/ethics/
Committee (PEEC) index.htm
Help Desk—The AICPA’s standard-setting committees publish
exposure drafts of proposed professional standards exclusively on
the AICPA Web site at www.aicpa.org. The AICPA will notify in-
terested parties by e-mail about new exposure drafts. To have
your e-mail address put on the notification list for all AICPA ex-
posure drafts, send your e-mail address to memsat@aicpa.org. In-
dicate “exposure draft email list” in the subject header field to
help process the submissions more efficiently. Include your full
name, mailing address and, if known, your membership and sub-
scriber number in the message. The AICPA Web site also has
connecting links to the other standard-setting bodies listed above.
SSARS Pipeline
The AICPA Accounting and Review Services Committee (ARSC)
is currently working on the following potential new SSARS. 
Potential SSARS on Financial Statement Elements
The ARSC is considering a standard that allows compilation en-
gagements to be performed on financial statement elements.
However, review engagements on financial statement elements
will be prohibited. The potential standard will also allow for com-
pilation of an OCBOA element (i.e. depreciation on income tax
basis) and the compilation of pro forma financial information.
An exposure draft of the potential standard is expected to be is-
sued in the first half of 2005. 
Potential SSARS Project on Restricted Use Reports
The ARSC is considering whether to issue an exposure draft re-
ferring to SAS No. 87, Restricting the Use of an Auditor’s Report
(AICPA, Professional Standards, vol. 1 AU sec. 532), including ex-
planatory language on restrictions, and incorporating the lan-
guage in SAS No. 87, AU sec. 532.19. Any new standard would
encompass the guidance contained in Interpretation No. 18,
“Special-Purpose Financial Presentations to Comply With Con-
tractual Agreements or Regulatory Provisions,” to SSARS No. 1
(AICPA, Professional Standards, vol. 2, sec. 9100.63. An exposure
draft of the potential standard is expected to be issued in the first
half of 2005. 
Potential Revisions to SSARS No. 2
The ARSC is considering an amendment to SSARS No. 2, Report-
ing on Comparative Financial Statements (AICPA, Professional
Standards, vol. 2, AR sec. 200), regarding changed prior period
financial statements. The revisions will provide guidance similar
to that provided in AU sec. 508, Reports on Audited Financial
Statements (AICPA, Professional Standards, vol. 1, AU sec. 508),
which states, “If the financial statements have been restated, the
introductory paragraph should indicate that a predecessor audi-
tor reported on the financial statements of the prior period be-
fore restatement.” The new standard will also state that financial
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statements prepared on one basis of accounting are not compara-
ble to financial statements prepared on a different basis of ac-
counting. The potential revisions will apply to AR sec. 200.16
and 200.25-.26. An exposure draft of the potential standard is ex-
pected to be issued in the first half of 2005. 
Accounting Pipeline
Proposed FASB Statement, Qualifying Special-Purpose Entities
and Isolation of Transferred Assets—an amendment of FASB
Statement No. 140 
This proposed Statement would amend and clarify FASB State-
ment No. 140, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities, in several ways. The ini-
tial exposure draft for this proposed Statement was issued in June
2003. However, in response to several comment letters, the FASB
began redeliberations on the issues raised. Readers should be alert
for the issuance of a revised exposure draft, which is expected to
occur in the second quarter of 2005. In addition, the FASB will
be issuing two additional exposure drafts pertaining to FASB
Statement No. 140 also in the second quarter of 2005. The expo-
sure drafts will pertain to beneficial interests in securitized finan-
cial assets and servicing rights. See the FASB Web site at www.
fasb.org for complete information.
Proposed FASB Statement, Share-Based Payment—an
amendment of FASB Statements No. 123 and 95
This proposed Statement would eliminate the ability to account
for share-based compensation transactions using APB Opinion
No. 25, Accounting for Stock Issued to Employees, and generally
would require instead that such transactions be accounted for
using a fair-value-based method. A final Statement is expected to
be issued during the fourth quarter of 2004. See the FASB Web
site at www.fasb.org for complete information.
Proposed FASB Statement, Fair Value Measurements
In June 2004, the FASB published an exposure draft of a proposed
Statement, Fair Value Measurements, which seeks to establish a
framework for measuring fair value that would apply broadly to
financial and nonfinancial assets and liabilities, improving the con-
sistency, comparability, and reliability of the measurements. The
fair-value framework would clarify the fair-value measurement ob-
jective and its application under authoritative pronouncements
that require fair value measurements. The exposure draft would re-
place any current guidance for measuring fair value in those pro-
nouncements and would expand current disclosures. Readers
should be alert for the issuance of a final Statement, which is ex-
pected to occur in the first quarter of 2005. Refer to the FASB Web
site at www.fasb.org for complete information.
Proposed FASB Statements Resulting From Short-Term
International Convergence Project
In an effort to reduce or eliminate certain differences between
United States GAAP and international financial reporting stan-
dards (IFRS), the FASB issued exposure drafts on the proposed
FASB Statements listed below. See the FASB Web site at
www.fasb.org for complete information.
Proposed FASB Statement, This proposed Statement would change the
Accounting Changes and reporting of certain accounting changes specified in 
Error Correction—a APB Opinion No. 20, Accounting Changes, by
replacement of APB requiring retrospective application of a newly 
Opinion No. 20 and adopted accounting policy for most changes in
FASB Statement No. 3 accounting principle, including changes in
accounting principle required by issuance of new
pronouncements. It would also require reporting of
a change in depreciation, amortization, or depletion
method as a change in accounting estimate. Readers
should be alert for the issuance of a final Statement,
which is expected to be released in the first quarter
of 2005.
Proposed FASB Statement, This proposed Statement would eliminate paragraph
Exchanges of Productive 21(b) of APB Opinion No. 29, “Accounting for 
Assets—an amendment of Nonmonetary Transactions,” which establishes an 
APB Opinion No. 29 exception to the general principle that exchanges of
nonmonetary assets should be recorded at the fair 
value of the assets exchanged. This proposed
Statement would require that exchanges of
productive assets be accounted for based on the fair
values of the assets involved, unless the exchange
transaction does not have commercial substance.
Readers should be alert for the issuance of a final
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Statement, which is expected to be released in the
fourth quarter of 2004.
Proposed FASB Statement, This proposed Statement would amend the
Earnings per Share—an computations guidance in FASB Statement No.
amendment of FASB 128, Earnings per Share, for calculating the number
Statement No. 128 of incremental shares included in diluted shares
when applying the treasury stock method. Also, this
proposed Statement would eliminate the provisions
of FASB Statement No. 128 that allow an entity to
rebut the presumption that contracts with the
option of settling in either cash or stock will be
settled in stock. In addition, this proposed
Statement would require that shares that will be
issued, upon conversion of a mandatorily
convertible security, be included in the
weighted-average number of ordinary shares
outstanding used in computing basic earnings per
share from the date when conversion becomes
mandatory. Readers should be alert for the issuance
of a final Statement, which is expected to be released
in the fourth quarter of 2004.
Proposed FASB Statement, This proposed Statement would adopt wording 
Inventory Costs—an from the International Accounting Standards Board
amendment of ARB No. (IASB) IAS No. 2, Inventories, for portions of ARB 
43, Chapter 4 No. 43, Restatement and Revisions of Accounting
Research Bulletins, Chapter 4, “Inventory Pricing.”
Readers should be alert for the issuance of a final
Statement, which is expected to be released in the
fourth quarter of 2004.
Proposed FASB Interpretation, Accounting for Conditional
Asset Retirement Obligations—an interpretation of FASB
Statement No. 143
This proposed Interpretation would clarify that a legal obligation
to perform an asset retirement activity that is conditional on a
future event is within the scope of FASB Statement No. 143,
Accounting for Asset Retirement Obligations. Readers should be
alert for the issuance of a final Statement, which is expected to
occur in the fourth quarter of 2004. Refer to the FASB Web site
at www.fasb.org for complete information.
Industry-Specific Projects
The following industry-specific accounting projects are in
progress, and readers should refer to the relevant AICPA industry
Audit Risk Alerts for further information:
• Proposed SOP, Accounting for Real Estate Time-Sharing
Transactions, and proposed FASB Statement, Accounting
for Real Estate Time-Sharing Transactions—An amendment
of FASB Statements No. 66 and No. 67. The proposed SOP
and FASB Statement are expected to be issued concur-
rently during the fourth quarter of 2004. 
• Proposed SOP, Clarification of the Scope of the Audit and
Accounting Guide Audits of Investment Companies and
Accounting by Parent Companies and Equity Method In-
vestors for Investments in Investment Companies. A final
SOP is expected to be issued during the fourth quarter of
2004.
• Potential SOP, Accounting by Insurance Enterprises for De-
ferred Acquisition Costs on Internal Replacements Other
Than Those Specifically Described in FASB Statement No.
97. A revised exposure draft is expected to be issued during
the fourth quarter of 2004.
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. Read-
ers should visit the FASB Web site at www.fasb.org/eitf/agenda.
shtml for complete information.
Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress ad-
dressing issues related to FASB Statements No. 140 and No. 142,







The following publications deliver valuable guidance and practi-
cal assistance as potent tools to be used on your engagements.
• Practice Aid, Review Engagements: New and Expanded
Guidance on Analytical Procedures, Inquiries, and Other Pro-
cedures (product no. 006618kk)
• Accounting Trends and Techniques—2004 (product no.
009896kk)
• Practice Aid, Preparing and Reporting on Cash- and Tax-
Basis Financial Statements (1998) (product no. 006701kk)
• Practice Aid, Understanding and Implementing SSARS No. 8
(product no. 006612kk)
Continuing Professional Education
The AICPA offers a number of self-study and online CPE courses
that might be valuable to CPAs working and public practice and
industry. Visit www.cpa2biz.com for a complete list of CPE
courses. 
Compilation and Review Webcast
When planning your engagements, you can join the many practi-
tioners who have participated in AICPA Webcasts. Webcasts are
an exceptional way to stay current on today’s professional issues.
Led by recognized experts, Webcasts provide complete briefings
on a variety of pertinent practice topics. During a two-hour live
Webcast, participants have the opportunity to e-mail and ask
questions of expert panelists. 
The 2004/05 Compilation and Review Webcast will be held on
December 8, 2004. In addition, other past archived Webcasts are
available in CD format and can be accessed at www.cpa2biz.com/
Web+Events/Webcasts/default.htm. CPE credit is earned for
both live and CD version participation.
Service Center Operations
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions, call AICPA
Service Center Operations at (888) 777-7077.
AICPA Technical Hotline and Ethics Hotline
Technical questions about GAAP, OCBOA, accounting, audit-
ing, compilation engagements, review engagements, or other
technical matters may be addressed to the AICPA’s Accounting
and Auditing Technical Hotline. AICPA staff will research the
question and respond with their answer. The Technical Hotline
can be reached at (888) 777-7077. 
In addition to the Technical Hotline, the AICPA also offers an
Ethics Hotline. Members of the AICPA’s Professional Ethics
Team answer inquiries concerning independence and other be-
havioral issues related to the application of the AICPA Code of
Professional Conduct. The Ethics Hotline can be reached at
(888) 777-7077. 
Web Sites
Further information on matters addressed in this Alert is available
through various publications and services offered by a number of
organizations. Some of those organizations are listed below.
Name of Site Content Internet Address
Accountant’s Resources for accountants www.computercpa.
Home Page and financial and business com/
professionals
Accountants World Online community of www.accountantsworld.
independent accountants com
providing resources and tools
AccountingWeb Online community for the www.accountingweb.
accounting profession com
American Institute Summaries of recent auditing www.aicpa.org
of CPAs and other professional standards
as well as other AICPA activities
CPAnet Online community and www.cpanet.com




Name of Site Content Internet Address
Economy.com Source for analysis, data, www.economy.com
forecasts, and information on
the United States and world
economies
Federal Reserve Bank Key interest rates www.ny.frb.org/
of New York index.html
Financial Accounting Summaries of recent accounting www.fasb.org
Standards Board pronouncements and other
FASB activities
FirstGov Portal through which all www.firstgov.gov
government agencies can be
accessed
General Accounting Policy and guidance materials, www.gao.gov
Office reports on federal agency major
rules
Governmental Summaries of recent accounting www.gasb.org
Accounting pronouncements and other
Standards Board GASB activities
Hoovers Online Online information on various www.hoovers.com
companies and industries
International Summaries of International www.iasb.org
Accounting Standards Financial Reporting Standards
Board and International Accounting
Standards
International Information on standards- www.ifac.org
Federation of setting activities in the
Accountants international arena
Public Company Information on accounting www.pcaobus.org
Accounting Oversight and auditing, the activities of
Board (PCAOB) the PCAOB, and other matters
Securities and The SEC Digest and www.sec.gov
Exchange Statements, EDGAR database, 
Commission current SEC rulemaking
Tax Analysts Online Provides information on www.tax.org
current tax developments
U.S. Tax Code Online A complete text of the U.S. www.fourmilab.ch/
Tax Code ustax/ustax.html
Vision Project Information on the www.cpavision.org
profession’s Vision project
WebCPA Provides online business news www.webcpa.com/
for the tax and accounting
community
This Alert replaces the Compilation and Review Alert — 2003/04.
The Compilation and Review Alert is published annually. As you
encounter issues that you believe warrant discussion in next year’s
Alert, please feel free to share those with us. Any other comments
that you have about the Alert would also be appreciated. You may









ARSC Issues Paper, “Analytical
Procedures in a Review Engagement”*
Notice to Readers
This Issues Paper is intended to provide accountants with infor-
mation that may help them understand certain requirements re-
lated to the use of analytical procedures in review engagements
and how the use of analytical procedures should be documented
in those engagements. This publication is an Other Compilation
and Review Publication as defined in Statement on Standards for
Accounting and Review Services No. 11, Standards for Accounting
and Review Services. Other Compilation and Review Publications
have no authoritative status; however, they may help the accoun-
tant understand and apply Statements on Standards for Account-
ing and Review Services (SSARS). If an accountant applies the
guidance included in an Other Compilation and Review Publica-
tion, the accountant should be satisfied that, in his or her judg-
ment, it is both appropriate and relevant to the circumstances of
the subject engagement. This publication was reviewed by the
AICPA Audit and Attest Standards staff and published by the
AICPA, and is presumed to be appropriate.
During the process of preparing to issue SSARS No. 10, Perfor-
mance of Review Engagements, the Accounting and Review Ser-
vices Committee (ARSC) determined that additional
non-authoritative guidance would be helpful and appreciated by
accountants with respect to the formation of expectations in the
performance of analytical procedures. This Issues Paper is in-
tended to provide additional non-authoritative guidance to ac-
countants related to the use of analytical procedures and
documentation requirements associated with those procedures.
* This section is a reprint of the ARSC Issue Paper found on the AICPA’s website at
www.aicpa.org/members/div/auditstd/technic_arsc.asp.
Expectations
Forming an expectation is the most important phase of the ana-
lytical procedure process. Expectations are the accountant’s pre-
dictions of recorded amounts or ratios developed from recorded
amounts. In performing analytical procedures, the accountant
develops the expectation in such a way that a material difference
between the expectation and the recorded amount or ratio is in-
dicative of a possible misstatement, and therefore the accountant
should obtain explanations for the difference (for example, an
unusual event occurred). Expectations are developed by identify-
ing plausible relationships (for example, store square footage and
retail sales) that are reasonably expected to exist based on the ac-
countant’s understanding of the client and the industry in which
the client operates. The accountant selects from a variety of data
sources to form expectations. For example, the accountant may use
prior-period information (adjusted for expected changes), manage-
ment’s budgets or forecasts, industry data, and/or non-financial
data. Additionally, information that is developed when an ac-
countant compiles interim financial statements can be utilized by
the accountant in developing expectations associated with the re-
view of financial statements.
SSARS No. 10 does not create a new requirement with respect to
developing expectations. The Standard clarifies existing guidance
that has existed since the issuance of SSARS No. 1, Compilation
and Review of Financial Statements, in December 1978. An ac-
countant cannot, under any circumstances, perform effective an-
alytical procedures without first developing expectations related
to the results of those analytical procedures. Expectations devel-
oped by the accountant in performing analytical procedures in
connection with a review of financial statements ordinarily are
less encompassing than those developed in an audit.
SSARS No. 10 does, however, create the requirement that the
accountant document significant expectations where those expecta-
tions are not otherwise readily determinable from the documenta-
tion of the work performed. The documentation should include
factors considered in the development of the expectations.
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The following represents examples of how an accountant can
document expectations. These examples are not intended to be
all inclusive.
Example 1 – Expected increase in revenue
An accountant is engaged to review the financial statements of a
company that manufactures components that are utilized by
other companies in customizing vehicles for use by the United
States Military. Because of various conflicts occurring in the
world and the United States’ role in those conflicts, the accoun-
tant reasonably expects sales to increase. Using his or her knowl-
edge of the client, the client’s business, and the industry in which
the client operates, the accountant expects a 10% to 15% in-
crease in sales. Further, the accountant concludes that receivables
should increase and that loans payable and interest expense
would also increase as the client would need to borrow money to
fund the additional production.
Sample documentation
Teemickmag Military Supply Company
Analytical Procedures
For the year ended December 31, 20XX
Expectations
The following are factors that should affect the relationship be-
tween current and prior year amounts:
• Increase in military spending by the government due to
world events should result in an increase in sales. Expected
increase between 10% and 15%. The accountant expects a
similar increase in accounts receivable.
• Because of an increase in production of military vehicles,
the Company had to borrow additional funds. Therefore,
expected increase in loans payable and interest expense be-
tween 10% and 15%.
• No significant change in either days sales in inventory or
inventory turnover is expected. Although a build-up in
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inventory is expected, that build-up is not expected to cor-
respond with the increase in sales as the vehicles are ex-
pected to be sold near the date of completion. Any change
greater than 5% will be subjected to additional inquiries.
Balance sheets and income statements are available for the cur-
rent year and the two years preceding the current year.
Trend analysis
Current Year Prior Year Change % Change
Sales $2,500,000 $2,175,000 $325,000 14.94%
Cost of goods sold 1,780,000 1,566,000 214,000 13.67%
Gross margin 720,000 609,000
Gross margin as a
% of sales 28.80% 28.00%
Selling expenses 230,000 184,000 46,000 25.00%
Interest expense 48,000 42,000 6,000 14.29%
Balance sheet ratio analysis
Two Years 
Current Year Prior Year Prior
Accounts receivable, net $1,100,000 $843,000 $703,000
Inventory 1,000,000 832,000 694,000
Loans payable 498,000 437,000 418,000
Days sales in receivables
Days sales in receivables = Accounts receivable, net at end of period/
(Net sales/365)
Current year days sales in receivables = $1,100,000 /
($2,500,000/365) = 161 days
Prior year days sales in receivables = $843,000 / 
($2,175,000/365) = 141 days
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The increase of 20 days sales in receivables (161 days – 141 days)
represents a 14% increase. Since this increase is within the ex-
pected range, no further inquiry is necessary.
Days sales in inventory
Days sales in inventory = Inventory at the end of period / (Total
cost of goods sold / 365)
Current year days sales in inventory = $1,000,000 / ($1,780,000 /
365) = 205 days
Prior year days sales in inventory = $832,000 / ($1,566,000 /
365) = 194 days
The increase of 11 days sales in inventory (205 days – 194 days)
represents a 6% increase. Since this increase is within the ex-
pected range, no further inquiry is necessary.
Inventory turnover
Inventory turnover = Cost of goods sold / Average inventory
Current year inventory turnover = $1,780,000 / (($1,100,000 +
832,000) / 2) = 1.84 times
Prior year inventory turnover = $ 1,566,000 / (($832,000 +
694,000) / 2) = 2.05 times
The inventory turnover decreased 10% therefore, since this de-
crease is greater than expected, the accountant should inquire of
the client and document the reason for the unexpected decrease.
The above documentation would be adequate and in accordance
with SSARS No. 10. Further, after performing the trend analysis,
the accountant concludes that sales, costs of goods sold and inter-
est expense are all “reasonable” given the expectations associated
with these amounts. In addition, with respect to balance sheet ac-
counts, the increase in loans payable is also reasonable (14% in-
crease) when considered with the corresponding increase in
interest expense and the expectation associated with the loan
payable account. However, since selling expenses increased by
25%, the accountant should inquire of the client and document
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the reason for that unexpected increase (actual increase does not
correspond to expected increase).
Example 2 – Expected decrease in revenue
An accountant is engaged to review the financial statements of a
client that owns/manages a shopping mall. Due to a poor econ-
omy, the mall lost tenants during the year; as such, the accountant
reasonably expects revenue to decrease. Using his or her knowledge
of the client, the client’s business, and the industry in which the
client operates, the accountant expects a 5% to 10% decrease in
revenue during the year. Further, the accountant expects that gen-
eral and administrative expenses should increase due to an increase
in leasing and sales expenses and that management fees should de-




For the year ended December 31, 20XX
Expectations
The following are factors that should affect the relationship be-
tween current and prior year amounts:
• Loss of tenants due to poor economy should result in a de-
crease in revenue. Expected decrease between 5% and 10%.
• Because of the increased number of vacancies, general and
administrative expenses are expected to increase because of
an increase in leasing and sales expenses. Expected increase
between 5% and 10% (corresponds with the decrease in
revenue).
• Because of the decrease in the number of tenants in the
building, management fees are expected to decrease between
5% and 10% (corresponds with decrease in revenue).
Balance sheets and income statements are available for the cur-
rent and two years preceding the current year.
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Trend analysis
Current Year Prior Year Change % Change
Tenant revenue $7,223,000 $8,603,000 $(1,380,000) (16.04)%
Costs and expenses:
Management fees 339,000 387,000 (48,000) (12.40)%
General and
administrative 583,000 511,000 72,000 14.09 %
Similar balance sheet analytics should be performed as those per-
formed in example 1 above.
The above documentation would be adequate and in accordance
with SSARS No. 10. However, the results of the analytical tests do
not agree with the documented expectations associated with those
tests. Therefore, the accountant should inquire and document why
the decrease in tenant revenue, the decrease in management fees,
and the increase in general and administrative expenses exceeded
expectations and document the results of the inquiry.
Example 3 – No significant change in revenue or
expenses expected
An accountant is engaged to review the financial statements of a
small, privately-held client in the candy store business. The ac-
countant has performed a review of the financial statements of
the candy store for each of the past five years with no significant
change in revenue or expenses in any of those years. The accoun-
tant expects that trend to continue.
Sample documentation
Mom and Pop Candy Store
Analytical Procedures
For the year ended December 31, 20XX
Expectations
• Based on discussions with owner/manager, no significant
changes from prior year amounts are expected.
• All increases/decreases greater than 5% will be subjected to
additional inquiries.
Trend analysis
Current Year Prior Year Change % Change
Sales $44,000 $ 39,000 $5,000 12.82%
Cost of goods sold 32,500 31,000 1,500 4.84%
Gross margin 11,500 8,000
Gross margin as a
% of sales 26.14% 20.51%
Operating expenses 5,200 4,500 700 15.56%
Net income 6,300 3,500
Similar balance sheet analytics should be performed as those per-
formed in example 1 above.
The above documentation would be adequate and in accordance
with SSARS No. 10. However, the results of the analytical tests
do not agree with the documented expectations associated with
those tests. Therefore, the accountant should inquire and docu-
ment why sales increased by an amount greater than expected. In
addition, the accountant may want to inquire as to why there was
not a comparable increase in cost of goods sold. Also, the accoun-
tant would want to discuss with the owner/manager why there is
a greater than expected increase in operating expenses and docu-
ment the results of the discussion.
Conclusion
The purpose of the documentation guidance contained in this Is-
sues Paper is to illustrate how an accountant might document ex-
pectations in accordance with SSARS No. 10. The examples are
presented for illustrative purposes only and should not be consid-







The following representation letter is included for illustrative
purposes only. The accountant may decide, based on the circum-
stances of the review engagement or the industry in which the en-
tity operates, that other matters should be specifically included in
the letter or that some of the representations included in the il-
lustrative letter are not necessary.
(Date1)
(To the Accountant)
We are providing this letter in connection with your review of
the (identification of financial statements e.g. balance sheets and
related statements of income and retained earnings, and cash
flows) of (name of entity) as of (dates e.g. December 31, 20X1
and December 31, 20X2) and for the (periods of review e.g. for
the years then ended) for the purpose of expressing limited as-
surance that there are no material modifications that should be
made to the statements in order for them to be in conformity
with generally accepted accounting principles. We confirm that
we are responsible for the fair presentation in the financial state-
ments of financial position, results of operations, and cash flows
in conformity with generally accepted accounting principles.
Certain representations in this letter are described as being lim-
ited to matters that are material. Items are considered material,
regardless of size, if they involve an omission or misstatement of
accounting information that, in the light of surrounding cir-
cumstances, makes it probable that the judgment of a reason-
* This section is reprinted from Appendix F, “Review of Financial Statements-Illustra-
tive Representation Letter,” (revised August 2004) of Statement of Standards for Ac-
counting and Review Services No. 1, Compilation and Review of Financial Statements
(AICPA, Professional Standards, vol. 2, AR sec. 100.62).
1. This date should be the date that the letter is presented and signed by the client. In
no event should the letter be presented and signed prior to completion of the review.
able person relying on the information would be changed or in-
fluenced by the omission or misstatement.2
We confirm, to the best of our knowledge and belief, [as of (the
date of the accountant’s review report)] the following representa-
tions made to you during your review.
1. The financial statements referred to above are fairly pre-
sented in conformity with generally accepted accounting
principles.
2. We have made available to you all:
a. Financial records and related data
b. Minutes of the meetings of stockholders, directors,
and committees of directors, or summaries of actions
of recent meetings for which minutes have not yet
been prepared.
3. There are no material transactions that have not been
properly recorded in the accounting records underlying
the financial statements.
4. We acknowledge our responsibility to prevent and detect
fraud.
5. We have no knowledge of any fraud or suspected fraud
affecting the entity involving management or others
where the fraud could have a material effect on the finan-
cial statements, including any communications received
from employees, former employees, or others.
6. We have no plans or intentions that may materially affect
the carrying amounts or classification of assets and liabilities.
7. There are no material losses (such as from obsolete inven-
tory or purchase or sales commitments) that have not been
properly accrued or disclosed in the financial statements.
8. There are no:
a. Violations or possible violations of laws or regulations,
whose effects should be considered for disclosure in the
66
2. The qualitative discussion of materiality used in this letter is adapted from Financial
Accounting Standards Board Statement of Financial Accounting Concepts No. 2,
Qualitative Characteristics of Accounting Information.
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financial statements or as a basis for recording a loss
contingency
b. Unasserted claims or assessments that our lawyer has
advised us are probable of assertion that must be dis-
closed in accordance with Financial Accounting Stan-
dards Board (FASB) Statement No. 5 [AC section
C59], Accounting for Contingencies.3
c. Other material liabilities or gain or loss contingencies
that are required to be accrued or disclosed by FASB
Statement No. 5
9. The company has satisfactory title to all owned assets,
and there are no liens or encumbrances on such assets,
nor has any asset been pledged as collateral.
10. We have complied with all aspects of contractual agree-
ments that would have a material effect on the financial
statements in the event of noncompliance.
11. The following have been properly recorded or disclosed
in the financial statements:
a. Related-party transactions, including sales, purchases,
loans, transfers, leasing arrangements, and guarantees,
and amounts receivable from or payable to related
parties.
b. Guarantees, whether written or oral, under which the
company is contingently liable.
c. Significant estimates and material concentrations
known to management that are required to be dis-
closed in accordance with the AICPA’s Statement of
Position 94-6, Disclosure of Certain Significant Risks
and Uncertainties. [Significant estimates are estimates at
the balance sheet date that could change materially
3. If Management has not consulted a lawyer regarding litigation, claims, and assess-
ments, the representation might be worded as follows:
We are not aware of any pending or threatened litigation, claims, or assess-
ments or unasserted claims or assessments that are required to be accrued or
disclosed in the financial statements in accordance with Financial Account-
ing Standards Board Statement No. 5 [AC Section C59], Accounting for
Contingencies, and we have not consulted a lawyer concerning litigation,
claims, or assessments.
within the next year. Concentrations refer to volumes of
business, revenues, available sources of supply, or markets
or geographic areas for which events could occur that
would significantly disrupt normal finances within the
next year.]
[Add additional representations that are unique to the entity’s busi-
ness or industry. See below for additional illustrative representations.]
12. We are in agreement with the adjusting journal entries
you have recommended, and they have been posted to
the company’s accounts. (if applicable)
13. To the best of our knowledge and belief, no events have
occurred subsequent to the balance-sheet date and
through the date of this letter that would require adjust-
ment to or disclosure in the aforementioned financial
statements.4
14. We have responded fully and truthfully to all inquiries
made to us by you during your review.
(Name of Owner or Chief Executive Officer and Title)
(Name of Chief Financial Officer and Title, where applicable)
The following additional representations may be appropriate in
certain situations. This list of additional representations is not in-
tended to be all-inclusive. In drafting a representation letter, the
effects of other applicable pronouncements should be considered.
• The financial statements disclose all of the matters of
which we are aware that are relevant to the entity’s ability
to continue as a going concern, including significant con-
ditions and events, and our plans.
• We have reviewed long-lived assets to be held and used or
to be disposed of for impairment in accordance with FASB
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4. If the accountant “dual dates” his or her report, the accountant should consider
whether obtaining additional representations relating to the subsequent event is ap-
propriate.
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Statement No. 144, Accounting for Impairment or Disposal
of Long-Lived Assets, whenever events or changes in circum-
stances have indicated that the carrying amount of assets
might not be recoverable, and have appropriately recorded
the adjustment.
• We have tested goodwill and indefinite-lived intangibles
for impairment in accordance with FASB Statement No.
142, Goodwill and Other Intangible Assets, and, when an
asset has been impaired, we have appropriately recorded
the adjustment to the carrying value of the impaired asset.
• Debt securities that have been classified as held-to-maturity
have been so classified due to our intent to hold such secu-
rities to maturity and our ability to do so. All other debt
securities have been classified as available-for-sale or trading.
• We consider the decline in value of debt or equity securi-
ties classified as either available-for-sale or held-to-maturity
to be temporary.
• Receivables reported in the financial statements represent
valid claims against debtors for sales or other charges aris-
ing on or before the balance-sheet date and have been ap-
propriately reduced to their estimated net realizable value.
• We believe that the carrying amounts of all material assets
will be recoverable.
• All agreements to repurchase assets previously sold have
been properly disclosed.
• We have made provisions for losses to be sustained in the
fulfillment of, or from the inability to fulfill, sales commit-
ments.
See Statement on Auditing Standards No. 85, Management Repre-
sentations, Appendix B, “Additional Illustrative Representations,”
(AU section 333.17), for other representations that may be ap-
propriate from management relating to matters specific to the en-
tity’s business or industry.
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APPENDIX C
Practice Alert 2003-03, “Acceptance and
Continuance of Clients and Engagements”
PA Section 16,260
Practice Alert 03-3 Acceptance and Continuance
of Clients and Engagements
December, 2003
Introduction
.01 AICPA Statement on Quality Control Standards (SQCS)
No. 2, System of Quality Control for a CPA Firm’s Accounting and
Auditing Practice, which applies to all “audit, attest, accounting
NOTICE TO READERS
This Practice Alert is intended to provide practitioners with in-
formation that may help them improve the effectiveness and effi-
ciency of their engagements and practices and is based on existing
professional literature, the experience of members of the Profes-
sional Issues Task Force (PITF) and information provided by cer-
tain AICPA member firms to their own professional staff. This
information represents the views of the members of the PITF and
has not been approved by any senior technical committee of the
AICPA. The auditing portion of this publication is an Other Au-
diting Publication as defined in Statement on Auditing Standards
(SAS) No. 95, Generally Accepted Auditing Standards. Other Au-
diting Publications have no authoritative status; however, they
may help the auditor understand and apply Statements on Audit-
ing Standards (SASs). If an auditor applies the auditing guidance
included in an Other Auditing Publication, the auditor should be
satisfied that, in his or her judgment, it is both appropriate and
relevant to the circumstances of the subject audit. This publica-
tion was reviewed by the AICPA Audit and Attest Standards staff
and published by the AICPA, and is presumed to be appropriate.
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and review, and other services for which standards have been es-
tablished by the AICPA Auditing Standards Board or the AICPA
Accounting and Review Services Committee under rule 201 or
202 of the AICPA Code of Professional Conduct” states, in para-
graphs 14 through 16:
Policies and procedures should be established for deciding
whether to accept or continue a client relationship and
whether to perform a specific engagement for that client. Such
policies and procedures should provide the firm with reason-
able assurance that the likelihood of association with a client
whose management lacks integrity is minimized. Establishing
such policies and procedures does not imply that a firm
vouches for the integrity or reliability of a client, nor does it
imply that a firm has a duty to any person or entity but itself
with respect to acceptance, rejection, or retention of clients.
However, prudence suggests that a firm be selective in deter-
mining its client relationships and the professional services it
provides.
Such policies and procedures should also provide reasonable
assurance that the firm:
a. Undertakes only those engagements that the firm can
reasonably expect to be completed with professional
competence.
b. Appropriately considers the risks associated with provid-
ing professional services in the particular circumstances.
To minimize the risk of misunderstandings regarding the na-
ture, scope, and limitations of the services to be performed,
policies and procedures should provide for obtaining an un-
derstanding with the client regarding those services.
.02 The firm’s client acceptance and continuance policies rep-
resent a key element in mitigating litigation and business risk.
The firm must be aware that the integrity and reputation of a
client’s management could reflect on the reliability of the client’s
accounting records and financial representations, and therefore
on the firm’s reputation or involvement in litigation.
Acceptance of Clients and Engagements
.03 The firm should perform an evaluation of all potential new
clients. The firm should strive to be associated with only those
clients that have the following characteristics:
• Management possessing competence and integrity,
• A financial and accounting officer who is knowledgeable
about the business and the decisions made by the top oper-
ating management,
• Management that is committed to the application of ap-
propriate accounting principles,
• Appropriately comprehensive and sound internal controls
that are consistent with the size and organizational struc-
ture of the business, and
• An appropriate corporate governance structure.
.04 The firm may also wish to consider the future business
prospects of the prospective client including whether it has a viable
business with good long-range prospects and is adequately financed.
.05 The firm should develop client acceptance procedures de-
signed to identify and reject prospective clients of questionable
reputation, and potential engagements that involve a high risk of
litigation or regulatory investigations. The client acceptance pro-
cedures also should require the firm to consider its independence
and ability to provide professional services, with reference to in-
dustry expertise, size of engagement, and personnel available to
staff the engagement.
.06 As a best practice, for the higher risk audit clients, includ-
ing all SEC audit clients, the appropriate level of firm manage-
ment should review and approve all client acceptance decisions.
Continuance of Clients and Engagements
.07 Risks similar to those involved in new client acceptance




.08 Each client for which the firm performs recurring attest en-
gagementsi should be evaluated annually to determine whether
the firm should continue the relationship. The continuance as-
sessments should be completed sufficiently in advance of engage-
ment commencement so that identified risks and resulting
actions can be included in engagement strategy and staffing plans
or so that terminations can be initiated on a timely basis.
.09 If a significant change in management, directors, owners,
or legal counsel; or a significant change in financial condition or
the nature of the entity’s business has occurred, the firm should
determine whether to continue the client relationship.
.10 As a best practice, for the higher risk audit clients, includ-
ing all SEC audit clients, the appropriate level of firm manage-
ment should review and approve all client continuance decisions.
The Client Acceptance and Continuance Process
.11 In developing its client acceptance and continuance
process, the firm should include procedures that include the fol-
lowing elements. Each of these elements is discussed in detail in
this Practice Alert. Certain of these elements may not be applica-
ble to the acceptance or continuance of a compilation or review
engagement. Practitioners should exercise professional judgment
in determining the applicability of each of the following to the
acceptance or continuance of a specific engagement.
• Availability of competent personnel to perform the en-
gagement
• Communication with predecessor accountants or auditors
• Assessment of management’s commitment to the appropri-
ate application of generally accepted accounting principles
• Assessment of management’s commitment to implement-
ing and maintaining effective internal control
i As defined in the AICPA Code of Professional Conduct, an attest engagement is one
that requires independence under AICPA professional standards such as audits and
reviews of financial statements or agreed-upon procedures performed under the at-
testation standards.
• Assessment of the entity’s financial viability
• Independence and objectivity
• Inquiry of third parties
• Background investigations
• Other considerations
Availability of Competent Personnel to Perform 
the Engagement
.12 In evaluating whether to accept or continue an accounting
and auditing client relationship, the firm should determine
whether competent personnel would be available to provide pro-
fessional services to the client. In addition, the firm should con-
sider how the addition of a prospective client would affect the
firm’s ability to staff its existing engagements requiring similar ex-
pertise. The firm should not undertake or continue a professional
relationship unless the necessary technical and/or industry exper-
tise are available to provide quality services, or the firm has a vi-
able plan to develop the necessary expertise in time to provide
quality services.
Communication With Predecessor Accountants 
or Auditors
.13 Before accepting an appointment as auditor, SAS No. 84,
Communications Between Predecessor and Successor Auditors, re-
quires that the firm communicate with the predecessor auditors
to ascertain whether there is any professional reason why the firm
should not accept the engagement. As a best practice, the firm
may extend this requirement to all potential accounting and au-
diting engagements. However, a successor accountant is not re-
quired to communicate with a predecessor accountant in
connection with acceptance of a compilation or review engage-
ment. In those cases where a firm is considering accepting an en-
gagement to reaudit and report on financial statements that have
been previously audited and reported on by another auditor, the
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firm should refer to the guidance in Practice Alert 02-3, Reaudit-
ing Financial Statements [section 16,230].
.14 A predecessor auditor is an auditor who (1) has reported on
the most recent audited financial statements or was engaged to
perform, but did not complete an audit of any subsequent finan-
cial statements, and (2) has resigned, declined to stand for reap-
pointment, or been notified that his or her services have been, or
may be, terminated. The SEC considers an auditor who is named
as an “auditor of record” in a registrant’s registration statement to
be a predecessor auditor, regardless of whether the auditor ren-
dered an auditor’s report.
.15 Although efforts should be undertaken to hold discussions
with the predecessor accountants before submitting a proposal,
SAS No. 84 recognizes that practical, competitive factors may
preclude this. For example:
• The present auditors are asked to repropose on the engage-
ment, in a competitive situation.
• The firm is asked to submit a proposal without the present
auditor’s knowledge.
.16 Accordingly, the requirements of SAS No. 84 to make in-
quiry of the predecessor auditor do not become operative until
the prior auditor-client relationship is terminated. If the firm is
asked to submit a proposal in these circumstances, the firm
should make it clear to the prospective client that, if the firm’s
proposal is accepted, the rules of the profession require the firm
to communicate with the predecessor auditor before the firm can
agree to accept the engagement. This requirement should be
made clear during the proposal process.
.17 The firm’s communication with the predecessor auditor
should include all specific and reasonable inquiries that will assist
the firm in determining whether to accept the client. Matters
subject to inquiry of the predecessor auditors should include (1)
information that might bear on the integrity of management; (2)
disagreements with management as to accounting principles, au-
diting procedures, or other similarly significant matters; (3) com-
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munications with audit committees or others with equivalent au-
thority and responsibility regarding fraud, illegal acts by clients,
and internal-control related matters; and (4) the predecessor au-
ditors’ understanding as to the reasons for the change in auditors.
The firm’s inquiries should also cover other matters pertinent to
its consideration of accepting the engagement such as adequacy
of internal control; pending or threatened litigation or regulatory
investigations; material contingencies or going concern consider-
ations and; whether the predecessor auditor will be willing to
reissue its report or otherwise provide a consent with respect to
previously issued financial statements, if applicable. The succes-
sor auditor may receive limited responses from the predecessor
auditor depending upon the circumstances surrounding the
change in auditors.
.18 Usually only after the firm has accepted the engagement,
should the firm make arrangements to review the predecessor’s
workpapers. That review should, however, occur prior to com-
mencement of the engagement.
.19 If the prospective client is subject to SEC reporting re-
quirements, as early as possible in the acceptance process, the
firm should ascertain what the prospective client plans to report
to the SEC on Form 8-K regarding the change in independent
accountants and whether the replaced accountant agrees with the
proposed content of the report. Furthermore, before formally
accepting an engagement, the firm should obtain a copy of the
company’s Form 8-K as filed, together with the prior accoun-
tant’s response, and determine whether the contents confirm
the firm’s previous understanding. The firm is deemed to have
formally accepted an engagement when it either signs an initial
engagement letter or other agreement to perform attest services
or begins to perform an attest engagement for a client,
whichever is earlier.
.20 In those situations where the prior period financial state-
ments were audited by a predecessor auditor who has ceased op-
erations, the firm’s ability to perform the required communications
with the predecessor auditor prior to accepting the engagement is
challenged. However, the firm’s obligations are not mitigated. If
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the audit firm is unable to communicate with the individual at
the predecessor firm who had responsibility for the audit or re-
ceives a limited response, the firm should consider whether to
accept the engagement. In some situations, the predecessor au-
ditor might not be able to respond fully to the audit firm’s in-
quiries, such as when the predecessor firm no longer employs
the predecessor audit engagement partner or other senior mem-
bers of the audit engagement team. The audit firm should make
reasonable efforts to locate the predecessor audit engagement
partner or other senior members of the predecessor engagement
team and make appropriate inquiries. In some cases, another ac-
counting firm may employ the engagement partner who had re-
sponsibility for the predecessor firm’s engagement or other
senior members of the engagement team. By employing that en-
gagement partner, that accounting firm is not a “predecessor au-
ditor” as defined in SAS No. 84. That firm, however, would
normally be expected to facilitate inquiries to such individuals.
Assessment of Management’s Commitment to the
Appropriate Application of Generally Accepted
Accounting Principles
.21 In connection with the firm’s evaluation of a prospective or
continuing attest client, the firm should assess management’s
commitment to the appropriate application of GAAP. The firm
should inquire of the prospective client about its significant ac-
counting policies. If the prospective or continuing client is fol-
lowing accounting policies or practices that the firm believes are
inappropriate, the firm should advise the prospective or continu-
ing client of this and ascertain whether it is prepared to adopt ac-
counting policies or practices that the firm believes would be
appropriate in the circumstances. An unwillingness to do so on
the part of the prospective or continuing client should usually re-
sult in a decision not to accept or continue a professional rela-
tionship with the client.
Assessment of Management’s Commitment to
Implementing and Maintaining Effective Internal Control
.22 The firm should assess management’s attitude toward, and
the significance it places on, the entity’s internal control over finan-
cial reporting in evaluating whether to accept or continue a profes-
sional relationship with an attest client. The firm’s assessment
should include inquiring of management regarding its commit-
ment to implementing and maintaining effective internal control
including its anti-fraud programs and controls and inquiring about
the entity’s control environment, risk assessment process, informa-
tion and communications systems relevant to financial reporting,
and control and monitoring activities that are in place and any
changes that management believes should be made to enhance the
effectiveness of the entity’s internal control. Information that will
assist the firm in determining whether there are material weak-
nesses or other reportable conditions in a prospective client’s inter-
nal control might also be obtained during discussions with prior
accountants and by reviewing copies of the predecessor accoun-
tants’ reports on internal control related matters.
Assessment of the Entity’s Financial Viability
.23 The firm should consider the financial viability of the en-
tity in evaluating whether to accept or continue a client relation-
ship. The firm should ordinarily choose not to accept an entity as
an attest client if the firm believes that business failure may be
imminent or it is very unlikely the entity would ultimately be-
come a viable business enterprise. In such situations, the firm’s as-
sociation with the entity, if accepted as a client, would be
short-lived and could expose the firm to litigation if the business
failed, regardless of the quality of the firm’s professional services.
.24 Ordinarily, a prospective client’s financial condition can be
evaluated by a careful reading of prior audited or reviewed finan-
cial statements, reading of documents filed with regulatory agen-
cies, discussions with predecessor accountants or auditors, and
discussions with management. If recent audited or reviewed fi-
nancial statements are not available, the firm should obtain unau-
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dited financial statements and discuss the prospective client’s fi-
nancial condition with its management. The firm should also
consider obtaining the prospective client’s most recent income
tax return. The firm may also use outside service providers, such
as Dun & Bradstreet. In addition, Moody’s KMV ratings are gen-
erally available for non-financial companies with publicly owned
equity securities and are an indicator of a company’s risk of de-
fault in paying its debt. Fitch Bank Rating ratings are a similar in-
dicator for banking entities, and are generally available for all
domestic banks.
Independence and Objectivity
.25 During the client acceptance process, independence impli-
cations should be carefully considered, including: any financial
interests of the firm or of covered persons; employment relation-
ships that bear on independence; business relationships with the
prospective client; and other relationships that could impact in-
dependence. Before accepting any new client or engagement, the
firm should take appropriate steps to determine that it meets all
independence and objectivity requirements with respect to the
client and that acceptance of the engagement will not create a
conflict of interests with respect to existing engagements.
.26 The aforementioned steps should include the adoption of
procedures to obtain information from its professional personnel
regarding potential conflicts of interests that would have to be
considered in the client acceptance decision. For example, con-
flicts can arise in situations where two clients are considering a
business combination, joint venture or other major transaction
with each other. In addition, certain entities are considered com-
petitors that could raise conflict issues in the eyes of existing
clients. The firm’s professional personnel responsible for the over-
all engagement performance should also identify and evaluate the
following:
• Services that the firm may have already provided to the
prospective client or are in the process of providing that
cause the firm to lack independence.
• Any relationships between firm personnel and officers and
directors of the prospective client that could cause the firm
to lack independence.
• Business relationships between the firm and the prospective
client which could cause the firm to lack independence.
• The potential significance of the prospective client to the
firm in terms of fees, status, or other factors which could
possibly diminish the firm’s ability to be objective and
maintain independence when performing attest services.
.27 Since the prospective client is not presently a client of the
firm, at this time there is no need for firm personnel to take any
action to cure a personal independence issue such as stock owner-
ship or loans. However, before signing an engagement letter or
performing any professional services, the firm should add that
client to its Restricted Entity List, if one is maintained, and in-
form partners and employees as to the newly restricted entity.
The Restricted Entity List is often a database that includes all
audit clients of the firm, and to the extent practicable its foreign-
associated firms, that are SEC registrants and other entities that
the firm is required to be independent of under the applicable
SEC requirements. For practicable purposes, firms may exclude
entities whose securities are not available for public sale. The
maintenance of a Restricted Entity List was required for all SEC
Practice Section member firms. The Public Company Account-
ing Oversight Board (the “PCAOB”), in its Interim Professional
Auditing Standards (PCAOB Release No. 2003-006 dated April
18, 2003), adopted the SEC Practice Section requirement that
registered public accounting firms ensure that they have “policies
and procedures in place to comply” with applicable indepen-
dence requirements. This requirement further specifically re-
quires firms to establish independence policies covering
relationships between the firm, its benefit plans, and its profes-
sionals, and restricted entities.
.28 In addition, during its annual continuance process, the
firm should also address whether it has maintained independence
with respect to the audit engagement. Those procedures should
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include an evaluation of nonaudit services provided to the client
and an inquiry of all professional personnel responsible for over-
all engagement performance.
.29 The firm should be aware that the AICPA, in June 2003,
adopted new independence rules governing nonattest services.
Included in those new rules are revisions that require AICPA
members to:
• Comply with the regulations of certain regulatory bodies
such as state boards of accountancy, Securities and Ex-
change Commission, General Accounting Office, and De-
partment of Labor, when performing services for attest
clients that are governed by such regulators’ independence
rules;
• Assess the client’s willingness and ability to oversee permit-
ted nonattest services; and
• Document various aspects of the permitted nonattest ser-
vices engagement (objective and nature of the services,
client’s acceptance of its responsibilities, practitioner’s re-
sponsibilities, and any limitations of the engagement)
prior to performing nonattest services.
.30 In addition, the AICPA Professional Ethics Executive
Committee adopted more restrictive rules for certain services:
• Performing appraisal, valuation, and actuarial services
would impair independence if the results of the service will
be material to the client’s financial statements and the ser-
vices involve a significant degree of subjectivity. Actuarial
valuations of a client’s pension or postretirement benefit li-
abilities and valuations performed for non-financial state-
ment purposes (for example, estate and gift tax-related
valuations) are permitted provided all of the interpreta-
tion’s other requirements are met.
• Performing certain financial information systems design
and implementation services would impair independence,
for example, when a member creates or makes more than
insignificant modifications to the source code underlying a
client’s financial reporting system. Practitioners also are
precluded from operating a client’s local area network
(LAN) since that activity is considered to be a manage-
ment function.
.31 The final nonattest services rules are available at www.
aicpa.org/download/ethics/interp_revisions_jun03.pdf.
Inquiry of Third Parties
.32 Timely confidential inquiries of attorneys, bankers, under-
writers, and other sources, where appropriate, should be made in
order to obtain information concerning the reputation or in-
tegrity of key management and significant owners of the prospec-
tive client.
Background Investigations
.33 On October 22, 2002, the AICPA SEC Practice Section
sent a letter to the Managing Partners of all SEC Practice Section
member firms regarding a report prepared by the Quality Con-
trol Inquiry Committee (QCIC) containing recommendations
for the profession based on lessons learned from litigation (the
“QCIC report”). That report is available at http://www.aicpa.
org/download/secps/QCIC10-02Report.pdf. 
.34 The QCIC report recommends that firms obtain back-
ground investigations on certain management personnel for all
potential new SEC audit clients, and update background investi-
gations whenever there is a significant change in management or
the Board of Directors.
.35 The firm also may consider obtaining personnel back-
ground investigations for other prospective attest clients, and
other current attest clients experiencing changes in key decision
makers such as chairs of the company’s board and audit commit-
tee (if applicable), chief executive officer, chief financial officer
and principal accounting officer. Among other matters, a person-
nel background investigation may provide information regarding
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management integrity. Therefore, the extent of the personnel
background investigations to be performed is subject to profes-
sional judgment.
.36 In addition, background investigations may be useful in-
formation in other situations, such as the following:
• Current or prospective clients considering an IPO.
• Existing clients where concerns arise about the integrity of
management.
• Companies being acquired by an existing client.
• Nonclient entities seeking to acquire an existing client.
• Nonclient entities seeking to acquire a former client where
the firm plans to reissue its report and/or consent to the in-
clusion of the firm’s auditors’ report in a filing of the ac-
quirer (such as a registration statement).
• General due diligence regarding client related parties,
major customers or suppliers, business partners, etc.
.37 Subjects of a background investigation may include the
following:
• Corporate officers—CEO, President (COO), CFO, and
Principal Accounting Officer.
• Directors—Chair of the Board and Chair of the Audit
Committee.
• Principal owners or shareholders.
• Non-employee financial advisors.
• Anticipated underwriters for an IPO.
• Related entities or affiliated parties.
.38 The decision as to the specific individuals to be investigated
should be based on the extent of their influence on the entity, its
operations, its method of obtaining financing, and its financial
reporting.
.39 If the firm maintains offices at more than one location or is
a member of an association of firms, the firm should consider con-
sulting with its other offices or with the other members of the asso-
ciation. The potential client and its principals may be known to
other offices or affiliates of the firm when the company’s operations
are conducted at several locations or if the principals at one time
were in business or employed in another city. The firm should con-
sider coordinating its assessments with local offices and/or affiliates
in locations with significant subsidiaries and branches.
.40 The firm should consider focusing background investiga-
tions on issues involving management reputation, management
performance at prior companies, securities violations, regulatory
investigations including SEC sanctions, frequent auditor
changes, history of lawsuits against auditors and other profes-
sional advisors, financial difficulties, ties to organized crime,
fraud allegations, accounting issues, lawsuits, bankruptcies, judg-
ments and liens. The firm should consider performing a search of
local and national media for information regarding the entity and
identified personnel. Practitioners may also consider performing
a search of media and/or litigation databases to identify back-
ground information on prospective clients.
.41 If the firm is unable to conduct a background investigation
in-house, then it may want to contact attorneys or other outside
specialists to conduct such an investigation. In addition, firms
that perform credit investigations for financial institutions usu-
ally also perform background investigation services.
.42 If a background investigation is utilized, that investigation
should be conducted as soon as practicable in the client accep-
tance or continuance process.
Other Considerations
.43 The following listing of other considerations is not intended
to be all-inclusive and the firm should consider whether other con-
ditions are present that may create significantly increased risk, and
carefully assess those conditions that are identified.
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Restrictions on Scope of Services
.44 The firm should avoid establishing a professional relation-
ship with an entity whose management intends to impose restric-
tions on the scope of the firm’s work, unless there are valid
business reasons for the restrictions and those reasons are not the
result of a desire to limit the firm’s access to information that it
may need to conduct unrestricted attest services. The entity may
attempt to restrict scope indirectly by unreasonable fee con-
straints or by imposing unreasonable deadlines.
Entities Under Common Control
.45 When the firm serves all entities under common control, it
has added assurance that all material transactions among entities
in the controlled group will come to the firm’s attention during
the course of the engagement. There may be valid business rea-
sons such as investee-investor relationships, affiliates that do not
require attest services, or long-standing relationships with other
accountants or auditors that preclude the firm from providing
professional services to all entities in the group.
.46 In the firm’s evaluation of a prospective client in a situation
where the firm would perform attest services for only some of the
entities under common control, the firm should make a careful
investigation of the nature of the operations of the controlled
group, the types of transactions executed among the entities, and
the transactions between members of the group and controlling
persons. The firm’s investigation should include discussions with
management and the Audit Committee where applicable, reading
documents filed with regulatory agencies, and inquiries of prede-
cessor or continuing accountants or auditors.
One-Time Engagements
.47 In a one-time engagement, the firm’s risk may be increased,
for example, by a lack of previous experience with management
and the accounting records or by the fact that the firm will not be
in as effective a position to review subsequent events or reevaluate
positions taken and decisions made in prior engagements.
Business and Industry Environment
.48 The prospective or existing attest client may be operating in
a business environment that creates increased risk to the firm. In
evaluating whether to accept or continue a client relationship, the
firm should be alert to such environmental conditions and care-
fully assess their significance and relevance to the firm’s decision.
Timing Considerations
.49 There will be cases when, because of timing considerations,
the firm is requested to submit its proposal before completion of
its client acceptance procedures. In such cases, acceptance should
be made contingent on satisfactory completion of the acceptance
procedures. The prospective client should be advised that the
firm has not completed its acceptance procedures and changes
could occur that may cause the firm to decline the engagement.
The firm also should indicate that the prospective client should
not announce the firm’s appointment as auditors until the firm
has completed its acceptance procedures. The engagement letter
should not be issued and fieldwork should not begin until the
firm’s client acceptance procedures have been completed.
Documentation
.50 Whether or not an engagement is accepted or a profes-
sional relationship continued, the firm should appropriately doc-
ument its consideration of the elements of the acceptance and
continuance process discussed in this Practice Alert. If the
prospective client becomes or is continued as an attest client of
the firm, the firm should comply with its document retention
policies regarding the client acceptance and/or continuance con-
sideration. The documentation with respect to prospective clients
not accepted need only be retained for purposes of review by the
appropriate level of firm management.
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